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FEDERAL ENERGY REGULATORY COMMISSION
INVESTIGATION OF TERMS AND CONDITIONS OF PUBIC
UTILITY MARKET-BASED RATE AUTHORIZATIONS
(9:35am.)

MR. BARDEE (Presding): Good morning. If people
will take their seats, well go ahead and get sarted. My
name is Michael Bardee with the Office of Generd Counsd.
On November 20th last year, the Commission proposed a new
condition to be added to al market-based rate tariffs for
resdes by public utilities. That condition would address
anticompetitive behavior and exercises of market power and
alow the Commission to impose remedies such as refunds or
other types of remedies.

Let mejust describe red briefly the agenda for
this morning, and then well turn it over to Staff for a
presentation. The agenda this morning will have a
presentation by Jerry Pederson and Joyce Kim, describing
some of the background, some of the comments, and some of
the issues before us today.

Then wéll have apand discusson. We have
seven pandigs here. The pandigswill be dlowed afew
minutes to make a brief opening satement. Then well have
questions and answers interaction with the Staff. Well
take a short break after than, then welll come back and

well have an open rike session where members of the



audience will be dlowed to come up and make brief
satements, ask questions, respond to Staff questions.

With that, I'll turn it over to Jerry Pederson
and Joyce Kim for their presentation.

MS. KIM: Thanks, Mike.

(Slide)

In the November 20th order in this proceeding,
the Commisson noted itsincreasing concern about the
potentid for public utilities with market-based rate
authorization to exercise market power or engagein
anticomptitive behavior that could result in unjust or
unreasonable rates. The Commission proposed to take steps
to minimize the potentia for any such market power abuse or
anticompetitive behavior to protect customers against
possible unjust and unreasonable rates.

In particular, the Commission proposed to revise
dl exiging market- based rate tariffs and authorizations to
include the following provison: As a condition of obtaining
and retaining market-based rate authority, the sdler is
prohibited from engaging in anticompetitive behavior or the
exercise of market power. The sdller's market-based rate
authority is subject to refunds or other remedies as may be
appropriate to address any anticompetitive behavior or
exercise of market power.

The November 20th order provided for an



opportunity for interested entities to file comments and

reply comments regarding the proposed tariff condition. In
response to requests for an extendion of time, the
Commission subsequently extended the time for filing initid
comments to January 25th, 2002, and extended the deadline
for filing reply comments to February 5th, 2002.

A notice issued on February 25th, 2002 announced
that a Staff Conference would be held to discussissues
raised in the comments and reply commentsfiled in this
proceeding. The notice Sated that the conference will not
address issues specific to the new generation market power
screen, the supply margin assessment that the Commisson
announced in another proceeding.

A subsequent notice listed on March 1, 2002, and
posted on the Commission's Web ste included a saff paper
which provided an overview of the comments and identified
poss ble modifications to the proposed tariff condition.

That notice indicated that the purpose of this conferenceis
to determine whether and how the proposed tariff condition
could be modified to address legitimate concerns that have
been raised by the commenters, while at the same time
satisfying the Commisson's concern that customers be
protected againgt unjust and unreasonabl e rates that may
result from anticompetitive behavior or an exercise of

market power. That notice further stated that a key



question to be considered is whether the proposed tariff
condition can be modified to adequately protect customers on
an interim bagis until such time as the Commission adopts
other measures to assure competitive markets, including
gandard market design rules with market power mitigation
rules where gppropriate, and establishment of RTO market-
monitoring units.

At thistime, Jerry Pederson will lay out the
Issues thet are the subject of today's conference.

MR. PEDERSON: Commenters concerns.

(Slide)

Concerns have been raised over what is the best
gpproach for ensuring that companies do not engagein
anticomptitive behavior and the exercise of market power.
Weve received numerous comments, both in support and in
oppaodgition. Those we recelved in oppostion generdly
argued that the tariff provison is unacceptably broad.
Terms such as market power, physical and economic
withholding, incrementa costs and market price are vague
and too narrowly defined. These commenters generdly argue
that because the definitions do not consider physicd,
ingtitutional and regulatory congraints, supplierswill be
subject to remedies and/or refunds in many cases where
they're smply making reasonable business decisions and not

exercisna market power.



Commentsin support argue that the proposed
tariff condition is necessary to ensure thet rates are just
and reasonable. Some supporting commenters would favor
modifications to the definitions of prohibited behavior to
strengthen the condition. Presented on this dide are two
generd areas we would like to discuss and concentrate on
today. Thefirs oneiswhat | referred to is definitions.
What condtitutes anticompetitive behavior or the exercise of
market power, the second is procedures.

What remedies will the Commisson impaose, and
what effect will they have oninfrastructure. Generdly
commentsin opposition are looking for better understanding
of what congtitutes prohibited behavior. Commenters argue
that as proposed, the tariff provision creates too much
refund uncertainty. They are concerned that they will have
adoud of refund potentia obligations hanging over their
heads which could lead to continual restating of their
financid gatements, a disruption in resdling contracts,
and adifficulty ion assessing risk. Market sgnds could
be distorted, fixed costs not recovered and adifficulty in
securing finances for needed infrastructure. Comments
generdly in support argue that anticompetitive behavior or
the exercise of market power are issues that can make or
break the successive restructuring.

Interms of certainty, they point out that as the



Commission is presented with refund claims, it will be able

to better identify and explain factors rlevant in

determining whether or not refunds are warranted. They dso
counter the dlam that uncertainty will harm the ahility of
generatorsto raise capital by pointing out that alack of
confidence in the ability of the indusdtry to buy energy a
reasonable rates can aso lead to difficulty in ganing

access to capitd for alarge variety of businesses.

(Slide)

The purpose of today's conference, our hope today
is that we can concentrate on feedback asto how the
Commission might gpproach concerns raised by various
interests in this proceeding. We've heard the pros and
cons. Weve spilled alot of ink on this subject and it's
clear theré'salot to consider.

Today, we're going to ask the panel and the
audience to concentrate not on what's wrong with the order
but rather on how we can develop a proposal to present to
the Commission for its congderation. We ask that your
recommendations and comments be for the industry as awhole,
rather than interest-based. We want to look at ways to add
greater cartainty in how the Commisson might determine
anticompetitive behavior or the exercise of market power.
We want suggestions on what additiona examples of such

behavior will help add certainty.



We're dso looking for some suggestions on how we
can limit exposure for everyone involved.

(Slide)

Examples of prohibited behavior. The order went
through three examples, and I'll briefly go through them
right now. Thefirg oneis physcd withholding. The
order finds physical withholding is occurring with a
supplier falsto offer its output to the market during
periods when the market price exceeds the suppliersfull
incremental costs. Commenters argue that theres alot of
difficulty in identifying physicd withholding.

In the cases of energy limited units, outage risk
and operating risk, if the supplier cannot bid sufficiently
high to avoid running dl their capacity, they will smply
hold back some or dl of that output, even when the market
priceis greater than the full incrementa cost. They dso
argued that a plant operator needs to be able to decide what
is the best time to take aplant out of service or to run it
a lessthan full capacity for rdiability purposes. If the
operator faces the risk of having the unit's revenues
subject to refund, or having it's market-based rate
authority revoked or suspended, it may be forced to operate
the plant in away that reduces reiability.

The second example is economic withholding. The

order defined economic withholdina as occurrina when a



supplier offers output to the market a apricethat is
aboveitsfull incrementd cost and the market price; thus
the output is not sold. Here again commenters are concerned
over how economic withholding will be identified. They
argue that much of the market activity takes placein
bilaterd markets where the supplier haspaiditsbid. In
those markets, competitive suppliers base their bidson a
perceived vaue of their product, not merely on margina
costs of production.

For unitsthat are constrained by the number of
hours they can run, such as hydro facilities or plants
fadng emissons limitations, the opportunity costs of
running in agiven hour is aforegone profit in another
hour. Commenters argue that suppliers must bid in excess of
running costs in order to account for these opportunity
costs.

Today, we want to talk about physicd and
economic withholding. We want to hear your suggestions and
proposasin terms of definition and examples of what should
and should not be covered.

The last factor that was presented in the order
is barriersto entry. The order defined barriersto entry
as withholding supplies that could aso occur when asdller
is able to erect barriers to entry that can limit or prevent

others from offerina supplies to the market, or that raise

10



the cost of other suppliers.

Those are the three prohibited behaviors
identified in the order.

(Slide)

I'm going to go through a short list of four
items that we wish to discusstoday. Thefirg is other
examples of prohibited behavior. We want to hear from you
about examples of prohibited behavior other than those
identified in the November 20th order. Are there others
that we should consder? If so, give us some examples that
will help add some certainty that you are looking for.

The second item is legitimate factors based on
comments regarding the definitions of physical and economic
withholding. Are there ways to take into account legitimate
environmenta operationd or reliability factors to
determine whether a sdller who failsto offer output to the
market or offersit at a price consdered too high has
engaged in physicd or economic withholding.

The third item is market price. How canthe
Commission be more specific regarding how it will determine
market price in aparticular case? How doesthat vary
between forward versus spot, energy versus reserves, or the
geographic market.

And the fourth item would be opportunity cods.

Should leqitimate and verifiable opportunity cogts be

11



included in determining full incrementa costs? If o,
should these cogts be included only for energy limited
units?

(Slide)

Thislast dide, optionsfor limiting
uncertainty, isredly pointing a what I'll refer to as
procedures. We talked about concerns over uncertainty and
have presented questions that are intended to get ideas on
how definitions can be changed or supplemented to reduce
that uncertainty. Here we would like to begin to look at
some procedurd tools. Chalenges that an entity isin
violation of atariff provison will comein the form of a
complaint or by the Commisson's own action, and wed like
to present a couple questions here.

Thefirg oneis, in order to limit exposure,
should clams of anticompetitive behavior exercise of
market power be tied to specific transactions? And should
any refund-related relief dso betied to the specific
transactions identified?

The second question takes it a step further.
Should the Commission limit the time period for filing such
alegations so that transactions would not be subject to
refund unless specificdly chdlenged within aparticular
time frame.

These questions are aimed at pricina disoute

12



tying complaints to a specific transaction, would diminae
fishing expeditions and require very specific dlegations.
Limiting the time period for filing those dlegations could

add a bit of certainty. We would like to hear your
suggestions on limiting refund expasure including what could
condtitute a reasonable time period for filing complaints.

That ends Staff's presentation.

MR. BARDEE: Thank you, Jerry and Joyce. If the
pandlists could now take their seats dong that Sde of the
table aswdl. We have seven speakers on our panel this
morning. I'll introduce them one by one as each makesa
gatement. | would ask that you limit your opening
statement to five minutes gpiece. Then well have time for
Staff to ask questions and you al to respond and give and
take both ways.

Firg, I'd like to introduce Mr. Steven
Cadwallader from the Connecticut Department of Public
Utilities Cortrol. Please go ahead.

MR. CADWALLADER: Thank you. My nameis Steven
Cadwallader, Chief of Utility Regulation with the
Connecticut Department of Public Utility Control. On behdf
of the Connecticut DPUC, I'd like to thank the FERC Staff
for giving us this opportunity to direct our comments
regarding market power and anticompetitive behavior directly

to you.

13



Firg off, the objective of the Connecticut DPUC
Isto try to make the eectricity markets as competitive as
possible, and to make those markets behave like competitive
markets. We see anticompetitive behavior and the exercise
of market power as being asgnificant barrier to the
ability of those markets to act competitively and to be
efficdent and effective in didributing power to the nation
We gpplaud FERC's proposal to add this tariff condition. We
think it'sasgnificant gep in the right direction. We
believeit providesthe kind of overarching prohibition
agang anticompetitive behavior and the exercise of market
power that is needed. We don't believe that you can curb
the exercise of market power effectively unless you have
some sort of overarching prohibition. 1f you try to run
around chasing market behavior, anticompetitive behavior and
the exercise of market power through specific rules and
narrow interpretations of those rules, you're never going to
effectivdy do it.

We think it's gppropriate to use the behaviora
approach with regard to combating market power and its
exercised, while we think structura gpproaches are
preferred, we don't think you can do it entirely with
sructurd gpproaches. We think this market and the
particular peculiarities of the market, such as baancing

supply and demand ingtantaneoudy in red time, moment to
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moment, and aso the fact that when supplies become
congrained, it's very easy to withhold supplies and
exercise market power in that way. We don't think
structura gpproaches can do it by themselves.

We a =0 think that we need to go about the
business of addressing anticompetitive behavior and the
exercise of market power sooner rather than later. We think
the refinements to the rules and dl can come through
Commission decisons as experience with the tariff
conditionsis gained.

Those are the prepared remarks | have for this
morning. Thank you.

MR. BARDEE: Thank you, Mr.. Cadwallader. Next
isMs. Julie Smon from the Electric Power Supply
Associdtion.

MS. SIMON: Thank you. I'm Julie Smon with the
Electric Power Supply Association. Asl think al of you
know, we are a nationd trade association representing the
comptitive power supply industry. Our members build and
operate power plants, sell a wholesde and at retail in
markets nationwide and in fact around the world. Wefiled
very strenuous objections to the November 20th order, and |
will not take the time to repeat those. We did include the
testimony of two experts, one was Richard Tabors, the other

was Branko Terzic, explaining the concerns that we had.
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We have also prepared two documents for today's
conference. They'realittle bit confusing because they
have amilar titles. One of them, EPSA Response to the
Staff Paper, the other is an EPSA Response to the specific

questions asked in Attachment B to the Notice of the Staff

Conference Agenda. Those two documents are available in the

back. We can make more available if anybody didn't get
them.

| want to step back for just a second in some
opening comments and try to put thisin alittle bit of
context for people. We are obvioudy concerned about the
exercise of market power. We think the Commission and the
Commission Staff is correct to be focused on this. Itisan
important issue and it raises serious concerns about the
workableness of a competitive market if it isin fact
riddled with abuses of market power. It will undercut the
benefits that we can bring to that marketplace. The
question is how to go about remedying that, and exactly what
the problems are. It's very important in proceeding here to
be extraordinarily clear about exactly what problemswe are
seeking to solve, what the time frame is for solving those
problems, and what the gppropriate remedies for those
problems are.

As| understand the proposd -- and | could be

wrona here -- we are looking at a somewhat interim approach

16



until we can complete the sandard market design and have it
place RTOs and market monitoring on a nationa basis.
Having sad that, however, many of the cautions and ideas
included in the Chairman's strawman that was produced on
February 7th, are equdly agpplicable to the markets that

exist today.

We are not functioning on ablank date here. We
dready have RTOs up and running and operating medium well
functioning markets in the northeast for example. Those
markets have been studied and been found to be quite
competitive. So when we talk about addition market
mitigation and market intervention, we have to be very
careful to recognize that at least in those markets, they
are functioning reasonably wel. There'sarecent report on
New England, for example, that found that generation market
power did not explain any delta between the prices that we
saw and the prices that would have been expected.

In Cdlifornia, in fact in the entire west, a
least in the near term, we are operating under a system of
heavy intervention and mitigation that is dready in place.

So when we talk about what areas we're looking a and what
problems we're trying to solve, a least in my mind, the
problem becomes sgnificantly narrowed. There are regions
of the country that are not operating under RTOs or

operating oraanized spot markets. Those markets operate

17



with bilaterd contracts, and as many of the commenters have
aready pointed out to you, those contracts largdly reflect
the reault, in fact exclusively reflect the result of
sophigticated buyers and sdlers making risk management
decisions, and intervention into those contracts would be an
enormoudy difficult and troublesome thing for this
Commission to do, particularly since the refund condition is
completely one-sided. Y ou're opening the door for one party
to those contracts, the buyer, to bring to you every example
of buyer'sremorse, and | can't imagine that that'sa
Pandoras Box that you want to open, particularly to remedy
aproblem that has not been identified.
Those markets, athough they don't operate as
spot markets, do have fairly robust trading operations a
severd locations with sophisticated playersthat are used
to operating in those markets. It's also important to keep
in mind that dthough market power isabad things, itis
manifest in many ways it's unlikely that any slver bullet
IS going to solve the myriad of problems this Commission
faces. If infact market power is caused by verticd
integration, then you have one problem. If it's caused by
barriersto entry, you have adifferent problem. If it's
caused by bad bidding behavior, you have athird problem.
But | haven't seen any evidence that the vast

maiority of the market power concerns that this industry
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faces are as areault of the type of behavior that this
condition isintended to remedy. As Greg Wood and others
have pointed out to you in the past, you have to be very
careful about not solving a problem with aremedy thet is
far more cogtly than the problem that you're going about
solving. Thisisadgtuaion where in fact the cure may be
far worse than the disease and we need to be very cautious
in proceeding.

| just want to close by suggesting some things
that the Commission could do in the short term to remedy
some of the concerns about market power. Obvioudy,
sandard market designis criticd, interconnection is
critica, but if the Commission is concerned about some
immediate and short term problems, we urge you to look at
the type of mechanisms that you have adopted in the past to
get more supply into the marketplace and to get demand
response into the marketplace quickly. The best protection
against market power is customers ability to accessa

variety of suppliesin an efficient manner. In the past,

for example, over summer periods, you have permitted on-Ste

generation to sall a market-based rates any excess power
into the grid. 'Y ou have dlowed those demand side
participants who can access the wholesale marketsto sdll at
market-based rates. If the concern is scarcity for the

summer outside the oraanized markets which dready have

19



intensve mitigation and outsde of the west which aready
have intendve mitigation, you might look at the type of
conditions and the type of authorizations that you
considered an EL0O075 and EL00147 each of the last two
summers, but ultimately the best way to protect consumersis
to get arobust marketplace working as quickly as possible
to focus peopl€'s attention on how to do that efficiently
and to look a ways to get the maximum amount of supply onto
thegrid.

Let mejust close by saying that to the extent
that in the context of the development of standard market
design, we want to look at types of price caps and
protections. They are dso rdlevant in the short-term as
well. We need to think about the consequences. We need to
do alot more research. We are certainly open to the
possbility of athousand dollar bid cgp on a nationwide
bas's, but when we get into the types of market
interventions that the Chairman has talked about with amp-
like mechanisms, those have an enormous amount of unintended
conseguences and need to be devel oped very carefully, not
done on the back of an envelope. They need to be modeled,
the consequences need to be understood, and we urge you to
pursue that process carefully aswell.

| thank you very much for the opportunity to be

here today, and look forward to the discussion.
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MR. BARDEE: Thanks, Julie. Next isMr. Scott
Harvey, Director of LECG.

MR. HARVEY: Thank you. I'maconsultant in the
eectric industry and I'll try to draw on a number of my
experiencesin my comments. Preiminarily, though, the
usud disclamer -- I'm spesking for mysdf -- | don't
belong to anybody dse; in particular, I'm not speaking for
the New York 1SO or the Midwest 1SO.

A few observations, | think. First I'm going to

give you some strong advice, and then some reasonable people

can disagree advice. Firg, | think it would be a very bad
ideato have abroad gpplication of the refund condition
that gpplied to al entitiesin the market including those

that did not exercise market power. But if you're goingin
and say that we're going to restate the prices for everybody
in this market because Scott Harvey withheld, and we're
going to renegotiate the price, and everybody else gets paid
for thelr output, you're going to end up doing exactly the
opposite of what you want. Y oure going to reduce the
compstitive response of the smdl playersto increasesin
output, and the further forward you apply that criterion,

the worse the effects are going to be. If you restate
contracts that the small competitors enter into, it means
you're going to discourage entry; you're just going to make

it more difficult to find finances and more risky to come
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If you apply it on aday-ahead bad's, it means
that smdl players, like cogen plants, won't be willing to
change their schedules day ahead, units will not make
commitment decisons. People will not make resources and
scheduling resources from outside the RTO. Inred time,
the effects of restating it are less because most things are
fixed, but people are ill not going to respond to the high
pricesif they think there's potentid for it being
reversed. In fact, even the gpplication of your criteria
will become more difficult if you gpply it to people who
aren't exercisng market power because the reason they don't
respond to the high pricesis tha they may not believer
it'sgoing to ick.

Secondly, if you have a narrow gpplication, say
this refund condition is going to gpply to the entity,
that's Scott Harvey that withheld output, | can understand
if you get into aStuation where | bid dl my capacity a
$10,000 a megawatt and there's some lines out that aren't
usualy out and I've got everybody by the throat, you could
say, we've got to do something about that. Onething you
could do is say, okay, you tricked usthe first time market-
based rate authority. We're going to take it away. The
second thing is maybe you could gpply arefund condition. |

can see how vou miaht go that way. Reasonable people could
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pursue that strategy, but you need to understand the
conseguences of the road you're going down.

AsBill and | pointed out in our testimony,
therésalot of complications in understanding economic
withholding in terms of energy limited units, in terms of
environmentd limits, in terms of physicd withholding and
the operation of units. Those are difficult and it'sgoing
to beamgor effort.

In answer to a couple of the things you said,
what do we do in terms of defining the market price? How do
we define what's alegitimate and verifiable opportunity
cost? The answer is, it depends on the market rules. |
thought about this, and | don't think I'm convinced that |
cannot come up with areasonable set of rules for most of
the questions you asked that's independent of the market
design.

Therefore, it's going to be an inquiry. Were
going to have to look at, given the structure of this
market, were these actions and bids reasonable, or do they
condtitute economic withholding. Soit'sgoing to bea
seriousinquiry.

The answer to how do you take into account the
legitimate factors is a serious inquiry, and you shouldn't
kid yoursdlf about that. So if you go down that road, |

think it then behooves vou to sav, wdll, let's cut out all
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of theirrdevant stuff we can, and | think back to when |
was in the Federd Trade Commission looking avery, very big
mergers like Gulf/Chevron. We didn't investigate every
inggnificant market where we couldn't possibly have an
exercise of market power. We focused on whereistherea
reasonable case that there could be an exercise of market
power, then work hard there.

So if you're going to go down thisroad, | would
first gart by saying here are dl the places where there
couldn't possibly be market power and exclude them;

otherwise you're going to be buried.
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The third point isthat therésared danger
here. The gains from competition are going to come from
giving people more choices. To some extent, if were going
to get the gains of competition and generation, we're going
to havetolet go. Andif you try to insead micromanage,
particularly operating decisions of plants and the judgment
of when do you take a plant down, when you do you gamble you
can keep it up, when do you think if | ramp it down now |
have a better chance of keeping on through tomorrow, you're
probably going to get the worst outcome. Because you're
going to end up with regulatory micromanagement of decisons
where people are probably going to do the wrong thing and
you'e gill going to have prices that can go high.

And a some point you have to decide we're going
to set up acompstitive market and were going to let it
happen. And | think some of the bad outcomes we've seen,
and | go back to the Commisson's evauation of Amendment 23
in Cdifornia, was that there was lots of micromanagement of
generator decisons going on. And the outcome of some of
the things that happened in 2000 and 2001 | think maybe they
were not market power, but the outcome of micromanagement,
and that there's ared downside of going down that path.
S0, again, you want to be red careful. There may be
Stuations where you have to step in and do something, but

therés alot of downsdeif vou ogt into particularly
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looking at the operation of the plants.

Fourth, I'd like to reiterate what | said last
time, is divedtiture is not afour-letter word. The way to
make your task smpler isif someone comes to you with a
merger and you redly don't think that they've solved the
market power problem, then just say no. Don't give them
market-based rate authority until they solveit. Andif
someone comes with aradicd restructuring of their company
that's going to radicaly change their position between
being abuyer and a sdler in the market, don't just roll
over and give them market-based authority for the new
entity. Require divestiture before they get it. It'salot
eader to fix it that way.

Someone said, | don't think it was the

Commission, but someone said anytime you've got an RTO, the

people should get market-based rate authority. No, no, no,
no, no. You'd be putting the RTO at the bottom of a deep
well because you can create Stuations and structures where
it just becomesimpaossible for the RTO in any fair manner.
without mitigating everything that happens, to make up for
the market power. So divedtiture is best.

The fifth point goes back to something David
Petton said |ast time we were here that | should have echoed
then but didn't, and that is remember that alot of the

politica problem over hich pricesian't redly about market
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power. It's about periodsin which we dl know there was
redly ashortage. And most of the high pricesarein

periods of shortage. Andtheissueis, isthelevd at

which prices go in a competitive market, in a shortage,
gppropriate under the current ingtitutions? 1f werefive
megawatts short of reserves, 30-minute reservesin New Y ork,
isthe price of al capacity redly $1,000 amegawat? And

that is an issue that doesinvolve FERC.

And if you say we don't want to be $1,000, you've
got to remember, under the current rules, you're not
Imposing competition to drive it down, you need to suppress
compstition to not have the price go to $1,000 when there's
ashortage. And if you don't think the price should be
$1,000 for Mcf in a shortage, we need to think about the way
the NERC standards are gpplied to 1ISOs and RTOs

Thanks.

MR. BARDEE: Thank you, Mr. Harvey. NextisMr.
John C. Hilke from the staff of the Federal Trade
Commission.

MR. HILKE: Thanksvery much. I'll begin my
remarks with adisclamer aswell, Snce as a government
agency, the FTC adso takes podtions, but my remarks are
just my own today and don't purport to be the position of
the FTC or any individud Commissoner.

I'd like to violate one of tre rulesthat you
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started out expressing, and that is to not talk about the
screening process in the context of this discussion. |

think they're inextricably linked, and in part the reason

why were having this discusson is because theinitid

screen that's been used to decide whether to grant market-
based rates has had some problems. So | think theré's ample
indication that improvement of that screen may make this
whole discusson more or less relevant.

Clealy, my preferenceisto try to make the
screen as accurate as possible to begin with, which will
relieve the pressure on this set of discussons.

Higtoricdly were here in fact because FERC
found that after it had granted market-based rates in some
ingtances, they didn't believe that the rates were il
just and reasonable. So this now comes to the question of
are we looking for something permanent or something
temporary to do about that? And the hopeisthat it's
temporary, because under well devel oped markets, there
hopefully will be less problems.

Clearly, the critical dement in well developed
markets which is missing right now is demand responsveness.
Soitisnt clear just asan RTO you can get asfar asyou
need to get to develop well developed markets.

So coming back down to sort of what messages do |

think you should take out of this, thefirg is that
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improving the market-based rate screen isagood idea, but
that anything redly short of doing full computer smulation
and andysis of load flows, as so many of the states have
done to try to figure out whether they've got market
problems, is going to leave you short of where you probably
need to be.

Itshighly likely that when accurate screening
Is done that there will be some areas in which there will be
periods of time when it's appropriate to have market-based
rates and otherswhen it may not be. So that theré's going
to need to be a time dependence on the judgment and not a
judgment which gpplies under dl circumstances.

It's aso not clear that such screens should only
be applied in non-RTO areas. | would echo what Scott just
said that structure can make enough of a difference that an
even an RTO can't get done what needs to be done.

The other message and one more directly on point
with the clamed topic for today is that behaviord rules
arejud redly difficult to implement in an efficent and
equitable manner. And it isnt, you know, just your own
sense of what's right about getting the rulesright, it's
a0 that these rules and the gpplication of them are going
to be reviewed by the courts. And the courts are going to
look a whether an innocent man is being convicted unjusty.

So vou're goina to need to basicaly desian these thinas to

29



sudtain that kind of test. And as our own experience
indicates, sometimes the judgments of the courts may be
different than our own.

So in the process of trying to put together these
rulesin abehaviord rule sense, these difficulties that
welve identified in our comments and other people have
identified in their comments, it is probably not impossible
to get them al fixed. But if they become complex enough,
you get yoursdlf into a Stuation where the enforcement
processis o uncertain and the chances of error both ways
become so greset that it dmost becomes an unworkable
gtuation.

And that's sort of why | fed that focusing on
the structurd stuff beforehand and getting thet right and
getting those remediesin place makes more sense than
putting alot of emphasis on the behaviord rules. So at
least from our experience, the behaviord rules are going
just become redlly problematic and a source of great
uncertainty in these markets.

And thefind thing I'd like to add isthat |

redlly encourage you to think about a feedback mechanism.

If it turns out that under these behaviord rules you
identify areas where there are recurrent problems, that
ought to act asatrigger for you to initiate more

aoaressve experimentation in terms of Sting authority, in
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terms of transmission congruction, in terms of your
connection rules. If you're developing al these other good
things which will help markets work better, onelogica
thing to do is to focus those efforts early and often on the
areas which might give rise to claims under the behaviord
rules.

Thank you.

MR. BARDEE: Thank you, Mr. Hilke. NextisMark
M. Jacobs from Goldman Sachs and Company.

MR. JACOBS. Great. Thank you. | very much
appreciate the opportunity to be here with you this morning
and share with you our thoughts raised by issuesraised in
these proceedings.

By way of background, I'm the managing director
in the Investment Banking Divison in Goldman Sechs. My
specific respongbilities include working with companies on
awide variety of matters, including equity and debt
financings, mergers and acquiStions, and generd corporate
finance advisory assgnments. Whilel work in awide
variety of indudtries, | have a particular focusin the
power sector.

Given my background, my comments will focuson
the perspective of the capital markets and the impacts on
companies ability to raise capitd to finance and

congtruction of new power plants. Prior to summarizing our
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concerns with the FERC orders, | bdieve that it's important
to briefly discuss the state of the merchant generation
sector. Given the high cost of congtructing new generaion
plants, access to external capita has been a prerequisite
for dmogt dl companies embarking on a strategy of
developing new power facilities.

Since 1999, companies focused on building a
merchant generation portfolio have raised nearly $80 hillion
in the capital markets. Capitd hasbeenraisedina
vaiety of forms, including common equity, convertibles,
debt, and project financing.

The merchant power sector has gone through
dramatic changesin the last 12 months. The average stock
price decline for pure play merchant generatorsis down over
60 percent since the beginning of 2001. Thereductionin
equity vauesin this sector has been driven by investor
concerns over lower spark spreads in long-term growth
prospects for merchant generators as well asthe overdl
market decline. Asareault, the average 2002 price
earnings multiples have declined from gpproximately 20 times
tosngledigits.

The Enron collgpse has dso had a meaningful
impact on the sector. The credit rating agencies have
aggressively re-rated the sector downward, meaning that

companies will not be able to rely on debt financina as much



asthey haveinthe past. In addition, credit spreads for
the borrowing costs for these companies have widened
ggnificantly.

The Enron Situation has also raised investor
concerns regarding the integrity of financid statements.
Accounting issues have recently surfaced a severa other
well known companies, both within and outside of the power
sector, leading to a crisis in the confidence of reported
earnings figures. Power generators with trading businesses
have come under particular scrutiny.

These changes have dramatically increased the
cost of and access to externd financing for merchant
generators. These conditions have dso led to dramatic
cutbacks in the planned congruction of new generation
facilities. Since December of last year, five companies
have announced reductions in planned capita expenditures
for 2002 done, totaing $6.8 billion. Moreover, it's
unlikely that congtruction will be started on projectsin
the development stage until these conditions improve.

It's againgt this industry backdrop that we
congder the impact of the FERC orders. There aretwo
aspects of the FERC orders that we believe will be viewed
negatively by the market. First we believe that therésa
grong likelihood that investors will percelve that the

orders create a potentia open-ended refund oblication for



industry participants with market- based rate authority.

Coupled with investors concerns regarding the
integrity of financid statements, we're concerned that the
implementation of the orders could potentialy exacerbate
the Stuation by requiring companies to retate earnings
from prior periods. If this occurred, investor confidence
in reported earnings figures would be further eroded.

Second, we're concerned with the complex concept
of economic withholding will be viewed asimpairing the
ability of companiesto not only recover their substantia
fixed costs but also to earn an appropriate rate of return
on ther investment.

We're dso concerned that investors will develop
the perception that companies in the industry have capped
upside in periods of scarcity but no downside protection in
periods of surplus.

In light of current market conditions, raising
externd capitd has become more difficult and more codtly.
There has been no shortage of bad news for investorsin this
sector. The éectric industry competes broadly with other
industries for cgpita from the investment community. We
believe that these two concerns would tend to cause
investors to redirect their investment dollars to other
sectors and have afurther negative impact on the ability of

theindustry to raise externd capita and the cost of such



capitd that's critica to finance the congruction of new
eectric generation facilities.

Thank you.

MR. BARDEE: Thank you, Mr. Jacobs. Nextis
Gerdd Norlander, Director of the Public Utility Law Project
on behdf of the Nationd Association of State Utility
Consumer Advocates.

MR. NORLANDER: Good morning. Thank you for
inviting us. NASUCA is an organization of more than 43
consumer advocates across the country, somein states of New
York and the PIM aress that have restructured, and others
from states that are till bundled up.

NASUCA last year adopted aresolution at its
summer conference on market power. And we urged FERC at
that point to expand its market power andyss and to take
action to address the problem of market power in the new and
changing dectricity markets. We commend FERC for
undertaking thismove. Wethink it is gppropriate and we
think it is necessary.

This hasn't worked out as most people thought it
would. Most people thought that we would be moving toward a
more efficient, Impler mechaniam in which largdly private
entities would compete with one another and drive prices
down. Down from what? Down from the old paradigm in which

they were entitled to recaive rates that would vield enoudh
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revenue to cover their variable costs plus areasonable
return on their equity. And the thinking was that everyone
would be better dl around if we could devolve that
respongbility into the private sector.

| think it is Sgnificant that the entities that
have been created to utilize a market-like mechanism for
establishing prices, notably the New Y ork 1SO and PIM, have
a0 supported FERC in thismove. They too recognize the
need for action. Likewise, the Northeast group of public
utility commissioners, the Connecticut and New Y ork
Commissons, and prominent utilities, notably in Boston and
New Y ork City, dso have supported the FERC action. Why?
Because the results have not yielded just and reasonable
rates. They have yidded rates far higher than we would
have experienced under traditiond regulation in some
Instances.

Each of the 1SOs has recogni zed the existence of
market power in the reports of their own market andysts and
market monitors.

What are some of the remedies here? FERC we
believe should order cost-based regulation when, or other
gopropriate means of mitigation in any wholesde market,
when the rates are not demonstrably just and reasonable.
Widl, how will we know if they're just and reasonable? |

think that one of the practicd thinas | would like to leave



with you today -- and thisis arecommendation coming from
us -- isthat the Commission a aminimum should be
requiring biddersin the spot markets to provide
contemporaneous cost data. It shouldn't be adiscovery
proceeding months or years after the fact. It should be
filed with the bid. After al, these companiesin theory
ae going to be bidding in their margind codts.

| think one of the great contributionsin this
proceeding isthe learned papers from the professors to show
why generators don't want to bid in their running costs, why
they think that there are many Stuationswhereit's
reasonable not to. | think that certainly statesthat are
congdering adopting such amechanism will be educated by
these papers because | think afew years ago the thought was
that we were going to get a smpler, not more complex
behavior out of the generators.

If we don't have the data, it's like being
wegpons ingpectorsin Irag with no Jeeps. You cant realy
determine or measure if things are better. And so0 | think
sometimes the issue has shifted. Isthis what we want? If
FERC wants to have a better system, wants to achieve results
better than cost-based regulation, results for whom?
Results for consumers? We would hope so. And that would
mean lower prices.

So | think that we need to be looking at costs so
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that we can benchmark for each generator what their costs
are. Now they would ill be freeto bid in above that but
it would permit perhaps a market monitor to take aquick
check and permit the development of mechanismsto handle the
extraordinary bids that seem to be flagged when a generation
is bidding above cog.

Y ou've asked for acouple of thingsthat -- of
ideas here. | think that one thing that we are concerned
about that's not on the list of examples of market power
would be the problem that seemsto have been observed in the
literature and in experience of dtrategic bidding in the
markets.

We gpparently do not have enough participantsin
the markets, and the screens that have been used to give a
green light for market-based rates have assumed that a much
too smal number of participantsis enough. | think in
particular the research of Professor Mount and some of the
work that's been done in the academic redm on game theories
suggests that the antitrust screens and the thought that
people who have no more than 20 percent of the market share
cannot exercise market power, that notion | think has been
pretty well debunked.

And 50 | think that there needs to be much more
atention to bidding behavior and in that sense, | think I'm

in aoreement with Mr. Harvey, where perhaps we need to take



another look at divestiture and mergers and consolidation in
the markets. And I've dready touched on the point of cost
data. | think that's very important for FERC to be
gathering.

| think I've covered my points. | just again
want to conclude in saying we gppreciate the effort that
FERC istaking and look forward to further discussion about
thisthismorning. Thank you.

MR. BARDEE: Thank you, Mr. Norlander. And
findly is Robert ONell, counsd for the National Rura
Electric Cooperative Association.

MR. ONEIL: Good morning. | want to thank you
for the opportunity to speak here. My nameis Robert O'Nell
and I'maprincipd of the law firm of Miller Bdis & ONall
P.C. herein Washington, D.C. And I'm speaking on behdf of
the Nationd Rurd Electric Cooperative Association, which
iIsanationa association representing distribution and
generation and transmission cooperatives throughout the
country.

Perhaps what is unique about the NRECA members as
participantsin the busnessis ther primary concernisthe
delivered cost of power to consumers. | mean, those are the
folkswho own them. That'sther objective.

I'd ds0 like to add allittle bit of my

professona backaround, because | think it has some
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relevance to the issues that are being discussed today. I'm
aproduct of the regulatory environment. | have many years
as apractitioner here before the FERC. Got involved in the
policy debates in the '80s and spent times out in Keystone
with Dick O'Nelll late at night talking about economic

theory and what have you. And it became apparent to me by
the early '90s that deregulation was on the way, s0 |

darted advisng my clients that it could be a bumpy road

and to plan for it. Some of them did. We actudly built
power plants.

S0 | dso have had the rather questionable joy of
sitting across from bankers and negotiating $100 million
loans and spending four or five monthsin New Y ork trying to
close them and worrying about the construction process and
getting the note of aforce mgeure claim because there was
atrain wreck where one of the turbine generators was hit by
another train. | mean, dl these joys from the trenches.

| represent clients who have market-based rate
authority and in fact sdll at market-based rates and are
concerned about the recovery of the investment in their
plants. They also represent consumers who are concerned
about the price they pay. Sotherésarea baance of
concern here.

| come here not as an economis, | guessasa

practitioner who lives in the trenches and deds with the
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red world. Thered world hasred problems. Example In
order to meet the power supply requirements of one of my
clients, you have to meet not only your expected load but
reserves. Now every year you're going to have one megawatt
hour that represents your peak. If it costs $54 a kilowatt
year for capacity, your cost for that megawatt hour was
$54,000 amegawatt hour plusfuel. That's not the cost of
your baseload. That's not the cost of the intermediate.

When you look at pricing, one of the things you
have to be very pragmatic about islooking at pricing over a
tempord period. The other thing you have to be very
concerned about iswhen you plan for meeting a power supply
requirement, people typicaly plan for norma conditions and
then they try to hedge againgt the anormal conditions. It
seems to me that what the Commission is proposing hereisa
form of ahedge. The Commission isnot proposing to
reregulate. The Commission is recognizing thet there can be
abnormal conditions. And just as a prudent transmisson
planner and just as a prudent power supply planner will try
to take into account the unexpected and to provide some
mitigative measures to deal with the unexpected, the
Commission is doing the same thing.

Now the question is, how do structure your
mitigation? How do you dructure the mitigation so it

doesn't do more harm than aood? How do vou structure the



mitigation so it's economic? It is not economic, for
example, to put in perhgps atotaly redundant generation
step-up transformer, even though if you lose a generation
step-up transformer, given congtruction cycles, it could be
six months before you get areplacement. It is prudent to
try to set up some sort of a pool and to construct a
transformer that people could utilize as an emergency.

Here the Commission says, look. What happensif
the promise of deregulation is not being redized because
thereis not a competitive market? What happensiif the
promise of deregulationis not realized because someone
manipulates or abuses the market? Should we have the
ability in those circumstances to take action to prevent
injury to the consumer? Now thelast | checked, Congress
had not repealed the Federal Power Act. It'still onthe
books, till aconsumer protection statute. The whole
concept of deregulation is to enhance the opportunity for
consumers to receive dectricity a hopefully good prices,
good services, et cetera, dthough the caution we dl have
to bear in mind isthat dectricity isa commodity unlike
any other on the face on the earth.

And consequently, you have to be very, very
careful about generic discussions about economic behavior of
the commodities. Because | know -- not only do | know from

my experience as anegotiator, | may be one of the few



Washington lawyers who actudly sts on the operating
committee of a power plant. There are redlities regarding
the generation of dectricity that are just different. So
the pogition of NRECA isthat the Commission does-- is
headed in the right direction, but there are some
modifications that you ought to take in mind.

It islegitimate for a sdler in the marketplace
to be concerned about an open-ended refund exposure. But
that can be address. Refund exposure per seisnot an
intolerable burden. | mean it's existed Snce 1935. But
you have that exercised in a case where there's an expected
end and people can book some sort of an alowance to ded
with the potentid for refund. 1t would be appropriate for
the Commission to periodicdly, perhaps every six months,
determine the markets are competitive. And if you make that
finding, that can terminate the refund exposure.

And thisisa proactive gpproach. Thisis not
one in which we wait for acompliant because the other
pragmétic problem isthat many participants (&) don't have
the data, and (b) as a practica matter, either lack the
resources or might fear reprisds. If you are in amarket
that you haveto pay arate that reflects the ability of
some entity to exercise market power over you, that may very
well be arecurring phenomena, and theres agreat ded of

concern about throwina arock at the auy.



The Commission should take amore activerolein
that regard. The Commission should dso look not at a
single hour, perhaps; you should look at perhaps a block.
As some people have noted, it may very wdl be that you will
enter into a transaction where you will have a cost profile
that extends over many hours. Y ou might actudly be sdling
a aloss. Then, asapractica matter, you're going to try
to recoup the total cost within a particular hour or series
of hours.

The Commission implicitly recognized thiswhen it
modified its fud dause regulations many years ago, when it
modified Order 517 to ded with economy energy purchases,
not on a hour-by-hour digpatch andyss but instead looking
over atransaction period.

Thefind point I'd like to make isthat | don't
think anybody's got it right yet in terms of market
dructure. | don't think anybody professes that they have
it right yet. Thisisalearning process. |If the public
loses confidence in this process, what the industry will be
facing is not the Commission proposing to impart some degree
or some measure of refund authority to ded with market
aberrations or market abuse, but you're going to be facing a
politica push to prohibit market-based rates and to
bascadly mandate re-regulation. So | would suggest that

evervbody, particularly those people who want to participate



in this market on a competitive bas's bear in mind that
having something like a pressure relief vave that the
Commission seems to be taking about here may actudly be
very, very beneficid to them.

Thank you.

MR. BARDEE: Thank you, Mr. ONeil. With that,
I'll turn it over to Staff for any questions.

MR. PEDERSON: | think where we probably would
like to gart in this discussion isin the Order itsdlf.
Therewas alot of concern we heard this morning as well
over the examples the Commission had put out there in the
order. The order talked about physica and economic
withholding. It dso taked about barriersto entry. Wed
liketo tak alittle bit about those definitions and also
other examples that you might have that need to go into
there, into the order, into the tariff, in terms of getting
some certainty. So if we could hear some feedback on the
definitions themsalves.

MR. CADWALLADER: | think with regard to your
definitions of economic and physical withholding, | agree
those are good definitions. | would like to add, with
regard to economic withholding, that that can occur even if
aunit is selected but setsthe margind clearing pricein
the market. Becausein that case, the market price has been

rased but under definition that currently the Commission
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has out there, it would not congtitute prohibited behavior,
so weld like to see that particular aspect changed. | think
with regard to other things that can be done in the market-
place to manipulate prices, | think with regard to the
supply side of the equation, the Commission has pretty well
covered everything | can think about.

With regard to the demand sde, | can see
instances where demand is wasted, and by that | mean a
supplier would provide power to a particular user under
contract and that user would be dumping the power ether by
burning it frivoloudy or some other mechaniam. While that
may be asmdl concern and an unlikely Stuation, | can see
that as a possibility.

MR. LARCAMP: I'm interested in some pragmatic
advice for the Commission and its Staff as we go forward
with trying to measure ingtances of bad behavior, and we can
cdl it physica or economic. Looking just at Connecticut,
do you have any ideawhat percentage of the generation fleet
in Connecticut is not energy limited so that when we're
trying to gauge whether action in Connecticut is or is not
an appropriate bidding behavior, the nuclears run of river
hydro, everything dse | assumeis energy limited.

MR. CADWALLADER: | think with regard to
Connecticut, we were part of the New England 1SO so were

redly part of the New Enaland region with recard to the
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prices that we're seeing in Connecticut. Thereisn't alot

of hydro in Connecticut and | believein New England in
generd. My understanding isthat those are the primary
instances where you have limited resource generators. The
other sde of the equation is the economic limitations and
we are in an ozone-congtrained areain Connecticut, but
those limitations dso come into play.

| think with regard to those particular resources
that are limited with regard to how often they can run, you
redly have to consder opportunity costsin those
instances. That hasto be part of the equation.

MR. LARCAMP: I'm asking for pragmatic help on
how we measure whether someone's bid does nor does not
reflect its opportunity cost for a particular hour. | heard
one thing do an assessment of the markets every six months,
and if you determine that it's compstitive, candidly | think
we have a confidence problem here with American customers.
We have a confidence problem with state regulators. We have
a confidence problem with the consumer advocates that
represent American customers. And we need to be ableto
aticulate why price in a particular hour is alegitimate
price even though it may be higher than an average embedded
price, and | need some red world help from you people abut
how we're going to measure that. Because if the discusson

gtays academic at 50,000 fest, it's not verv helpful to
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people who are Sitting around thistable. | think weve
taken the criticiams and we find many of them legitimate and
now we're trying to decide how can we modify thisin away
that will in fact indill confidence in the competitive

solution thisindugtry.

MR. CADWALLADER: | think you redly haveto look
at margind cods. Thedifficulty islooking a opportunity
costs and in that case you have to look what isthe
likelihood that these limited run generations can sdll power
in other hours for more than is being offered in a
particular hour. So it becomes a comparison of market
prices across time when you're looking at those particular
resources. | think with regard to any resource that's
bidding, you have to look at isthis resource bidding so as
to maximize the vaue of that particular resource?

MR. ONEIL: Steve, let meclarify. Do you have
atrading system for ozone emissons and NOx emissonsin
Connecticut, or isit just restrictions on the generator?

MR. CADWALLADER: Therésaregtriction on how
many hours they can run normaly is the case based on the
kind of fue they're usng.

MR. ONEIL: Hours per month?

MR. CADWALLADER: Hours per month, hours per
year, hours per season. | think to try and get it as

specific as possble, vou need cost data. 'Y ou need to know



what the margind codts are of the various units, and when
we're talking about $1000 per megawatt prices, and Scott's
talking about shortages, | think we have to be careful
because a shortage to me is when you're running out of
supply, you're out of supply and you actudly haveto try
and shed load or find other ways to decrease demand. And
those Stuaions, it is my undersanding, are very rare.

What were usudly looking at isagtuaion
where supply is getting tight and in those Stuations you're
ill looking a margina costs of supply options that
haven't been utilized yet. So | think we need to be careful
when we throw out shortage versus scarcity, because | think
that's a problem.

MR. BARDEE: Let meask alittle more concretely,
and maybe Julie and Scott, if thisiswhere you're
addressing your comments, good; if not, fed freeto chime
in Dan's question on the opportunity costs. Suppose we
modify this condition to alow recognition of an opportunity
codt principle. | can understand geographicaly yourein
PIM but the prices outsde on agiven day are higher and you
want to sell outsde. That's pretty verifiable. You can
document what the price outside was.

But suppose you werein springtime? The loads

pretty low, and you're keeping stuff off the market because

VOU Sav You want to save it for summer. How are we supposed
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to verify that? What's our documentation that we can rely
on to say that that was legitimate?

MR. HARVEY: | think actudly the verification,
if youre sdlingitin other areasit'svery easy. You
don't need to withhold because in either PIM or New Y ork
they can put in abid regardiess of how they built their
plants. They can bid to buy energy from the spot market so
they don't need to digtort the bids for ther plants.

But when you get to hydro and energy-limited
units, | think itisvery hard. That'swhat I've been
saying. Thisisnon-trivid sep. | thought about this and
| don't have any magic bullet. It's not just the tradeoff
between energy today and energy in another month. It might
be, if | use up too much energy today, | can't provide
reserves for the next two weeks. Therefore, | lose alot.
And some plants, some of the hydro systems, have operating
characterigtics, or it you lose too much now, you lose more
than that for the next few weeks. That's where you need a
detailed inquiry that would be pretty scary unlessyou have
someway of limiting it. Now that's just from a pump
storage and hydro units. And then for the energy limited
gas units, you have the same issue.

But | don't have, | mean, an easy answer for you.
That'swhy | sad it'sabig bridgeto cross. Then you get

into units that have operatina problems. Aadain the only way
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to resolve that isto look at the operating records of the
plant and say, isit reasonable or not; | don't have, I'm
not going to tell you that that's likely to be a pretty
inquiry, figuring out why a plant decided not to run ther
jet capacity one day, or did run it a another, and the
different operating gatesit wasin. Y ou know, that's why
| was encouraging you to try to find away, you're only
looking at the outrageous behavior and not every nicke and
dime, because it's going to be pretty bad.

| dso want to serioudy disagree with thisissue
about we're only in a shortage when the lights go out. The
redity isif everybody bidstheir productsinto the New
York 1SO a cost, and we don't have enough to meet our 30-
minute reserve margin, we might have enough to meet dl but
five megawatts interndly, but if we have to go out and buy
five megawaitts at athousand bucks, or if we haveto tap the
cogen units shutdown production lines to free up energy for
us, that sets the price at a thousand bucks.

The 1SO right now cannot say, I'm going to
without some of those reserves. They're going to pay, and
the operators will tel you | fed | have to go out under
thereiability sandards and pay athousand bucks for that
last megawaitt of reserves even though I'm not going to have
to shed load because if something bad happens, I'm very

exposed.

51



MS. SIMON: | appreciate the frustration and |
appreciate the interest in trying to pin this thing down.
But | think we are chasing down the wrong path here and we
need to be clear on what our goals are. If thegod isto
restore consumer confidence in these markets, we need to
look at what are the steps to accomplish that god. Going
back to cost-of-service regulation and second-guessng
transactions on a transaction by-transaction, hour-by-hour
bassis not going to get usthere. It's very important, as
| mentioned earlier, that we not pick a cure that's worse
than the disease.

We have a stuation where there are a number of
price sgnasthat get sent when pricesare high. The
examplethat | loveto useis the midwest from afew summers
ago when this Commission took no action, those codts, those
prices, those $6,000 prices were not cost-based but they
brought in an enormous amount of new investment into that
region and have kept prices low ever snce. Sothered
question in my mind & least is how do we encourage the
industry to develop appropriate hedging mechaniams. Bob
O'Nell is absolutely right.

Thisisaregulatory hedge. Isthat how we want
competitive markets to function? Or do we want competitive
markets to devel op the type of hedging products that allow

people to manage risk? The only time consumers see
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extraordinarily high pricesiswhen, for avariety of
reasons, people haven't hedged properly, and theré's no
reason for people to be in these markets without hedging.
Thereisahuge variety of productsthat are offered and if
people want to gamble that prices aren't going to get high,
that'sfine. But when they pass those costs to the
consumer, that's a problem, that's awhole different set of
problems. That hasto do with the design of theretal
programs & the state levd, it hasto do with what state
commissions dlow utilitiesto do, and a what point these
costs are passed through the way fuel adjustments are passed
through. But it isn't acceptable for people who choose not
to hedge to then come to this Commission and say, save me.
There's another aspect of thisthat | think we're
dl missng in thisdiscusson that | srongly urge you to
keep inmind. That isthat we have developed over the past
severd years, avery robust industry in power marketing.
The marketers bring enormous value. They dlow people to
manage risk. They offer an array of products that let
people buy the services that they want. They match buyers
and sdllers and the more we tighten the cost-based system,
the lesswe're going to permit that entire industry to
participate, and if we lose the vadue that marketing brings
to thisindustry, we will havelog alot.

So | understand the frustration and the desire to
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know that each transaction is somehow okay. But we haveto
move away from that and look much at the big picture at what
arethe stepsto take. If welook over any period of time,
customers are paying less for dectricity now than they

were. Whether or not we can dways ensure that the
competition lowers prices, that's ridiculous. Therewill be
times when pricesrise, and they rise for areason, to send
pricesgnds.

Will they be lower than they would have beenina
less efficient system? Absolutdy. But we can't take our
eyes off the god here.

MR. HILKE: Part of the picture Scott was
panting is how difficult thiscould be. Part of the
picture | want to paint for you is basically how detailed
thiskind of inquiry can get. If you're assarting that
somebody has exercised market power and their defenseis
thisisaway we need to operate the plant to provide the
optimd reliability from that plant, you get into a
Stuation where you have to basicaly subpoenadl their
records, but not just their operating records. It'sther
drategy records, it's their marketing records. And you're
going out and deposing bascdly everybody to try to unearth
thetruth. Thisrapidly bloomsinto avery complex
litigation which takes along, long time to accomplish. By

the time vou reach some resolution to that, the cow islona



out of the barn.

MR. McLAUGHLIN: Julie and John, herésthe way |
see the problem or the issue were trying to grapple with.

That isright now our andydsis on a company-by-company,
a least in those non-structured energy markets. It'sona
company-by-company basis where we look at the lack of
generation dominance. So we haven't made market power
determinations. We haven't determined the market's
competitive; weve determined that somebody lacks generation
dominance. Within that framework, we're working on
dructura solutions, were analyzing those now. But we're
trying dso to look at an internd gpproach for this summer.

Let mejudt put into the context of this summer.

What I'm hearing isin effect it's best to do nothing and

let the market play out until we get Sructura solutionsin
place because the complexity of trying to address these
internd problemsis, in asense, going to do more damage
than good. It's not worth our effort.

Isthat the message you're trying to tel me?

MR. HILKE: The problem isthat your screen, as
you say, has not been doing what it's advertised to do. And
the question then should be how do you improve the screen as
you firg criterion. And sructurd fixes are the logical
way to address Stuaionswhere it doesn't look asif the

screen has been affected inthepast. All I'm savina is



that there are high cogts to taking the behaviora approach.
To the extent that you're forced down that way, I'm just
urging you to do it with your eyes open. | don't know what
the tradeoff is between the costs and benefits. That's
something you have to assess. But what I'm tdling you is
that the costs of the behaviora gpproach can redly be
quite consderable, and from the paper |'ve seen, you know,
before it didn't gppear that your eyes were wide open. So
I'm encouraging you to open your eyes.

MR. ONEILL: Therésavery important question.
What do we do this summer? We're not going to get
divedtiture, were not going to get entry. Would you outlaw
the unilateral exercise of market power? If so, how would
you enforce it?

MS. SSIMON: Let metry to be practica for this
summer, okay. The exercise of market power isn't lega
right now. We're not talking about something that people
are permitted to do. They're routindy meeting on Thursday
down at the bar.

MR. ONEILL: Were not taking about colluson,
unilateral exercise of market power.

MS. SSIMON: The problem isthat thereisno
evidence that that is widespread in today's markets. What
we need to focus on is what the immediate problems are, and

in our little leave-behind, we have some suaoestions. Let
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me lay them on the table.

If were concerned about voldtility, the kind of
needle price spikes we have seen in some of these marketsin
the padt, let'stak about abid cap. We currently have
$1000 bid cap only in the New Y ork 1SO markets. It's
possible to impose that on a nationwide bassasa
substitute for demand response. It isnot what it costs to
get demand off the system, but let us assume for the sake of
ashort term discussion that we could put something like
that in place on a short-term basis. Let'slook at some of
the other things that are creeting problems on the system
right now. ATC caculation isaserious problem. We know
that it has created a host of market disruptions.

Two years ago, you asked for ideas of how to
solve some of these problems on an interim basis. We
suggested in the absence of RTOs that you have independent
cdculatiion of ATC. That's something that could be done
thissummer. We suggested OASIS audits. That is something
that could be done this summer.

The Commission has suggested and put in placein
other ingtances, ahogt of very-short term measuresto alow
extra megawatts to get on the grid to solve the potentid
for tight supplies. Implement those again. Allow onste
generation and sdf-generation to bid at market-based rates.

All that demand response which can reach the market to enter
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the market. 1t's not an either/or. It's not no demand that
can bein the market. There are complicated jurisdiction
Issues in some aress but not everywhere. If theissueis
what to do for this summer, then we need to look at what
things can be done easily, can be done quickly, and can be
done efficiently.

Separate from that, we have a procedure on-going
in the standard market design and we need to look at these
issues very, very carefully. There may be something below
the $1000 price cap that is doable, but we're not going to
come up with it just shooting from the him and throwing out
ideas. They need to be understood, they need to be modeled.
We need to know what we're getting into.

One of the commentersin this proceeding
suggested a high bid cap with a capacity market. | don't
know how you're going to get a capacity market by this
summer. It's March dready and the high prices generdly
comein May. | think we need to be redigtic about the
seps that an be taken in the time that we have avallable to
us.

MR. ONEILL: Julie, | agree with everything you
sad, but do you believe we should make the unilaterd
exercise of market power illegd?

MS. SIMON: | think where people have been found

to exercise market power, this Commission Fas been able to
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remedy that Stuation.

MR. ONEILL: Should we makeit illegd?

MS. SIMON: | don't know what means. | don't
think we want --

MR. ONEILL: If you dont makeitillegd, you
can't prosecuteit.

MS. MARLETTE: Canl jumpin? | think what Dick
Issaying, exercises of sgnificant market power areillegd
aswe speak. If somebody waks in the door today with a
complaint or the Commission gets other evidence thet a
particular seller may have engaged in market power, we can
look at it. The same Pandoras Box opens. The same
difficulties that John has raised of trying to figure out
what was or wasn't an exercise of market power that requires
regulatory prevention is dill there. The differenceiswe
cannot remedy retroactively. We have to come up with a
remedy that can only go back as of the refund effective
date. That's how we got into putting this condition into
the tariff in the firat place, 0 dl these horrors are
gl there, and there are uncertainties.

What we're facing with this condition is
potentidly going back. We put no limit, not box around how
far back intimewe could go. So | guess | see some of
these arguments as here, or potentidly here, whether or not

we put this conditionin. So my aquestion to you is, if we
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were to continue with the type of condition, are there
procedura limitations that we could put in place that would
give more -- | hate to use theword "comfort" -- nothing
would give you comfort but would result in less uncertainty
to the indudtry, at least until we can get the structurd
remedies in place for the RTOs, the standard market design,
whatever market screen we're going to have in place, and
frankly | think thet dl of this may take longer than this
summer to actudly get in place, but are there procedura
boundaries we could put around this to provide less
uncertainty?

MS. SIMON: Redidicdly, | think you probably
will face litigation over thisif you implement it. | think
that in reading through the comments that have been filed,
there are dgnificant legd questions about your ability to
override the Federd Power Act. I'm not apracticing
lawyer.

MR. LARCAMP: Ve little we do around here
doen't face litigation risk, Julie.

(Laughter.)

MR. LARCAMP: That does not particularly concern
uson thissde of the table,

MS. MARLETTE: Keegpinmind, thisconditionisin
the Western Sdllerstariffsnow. It didn't cause the outcry

when we imposed it about avear a0o, o we dill have that



in place, and we till face legd arguments there, but |
would rather stay away from the legd and look more a the
practical.

MR. ONEIL: | just | redly hate what | haveto
say, and | agree with you and that's wonderful, but you
misunderstood me.

(Laughter.)

MR. O'NEIL: When | was making reference to
hedges, | was not talking about hedges againg the high
prices that might occur in the competitive market. | was
talking about a hedge when you don't have competitive
markets because | think that's what the Commisson is
talking about. We're not talking about a Stuation where
market forces are operating in such away that there happens
to be a scarcity price or what-have-you. | think as|
understood what the Commission was saying, ook, if we don't
have the basic ded, the basic premise for the market-based
rate authority in the first indance, which is a competitive
market, or if we have abuse, those are the circumstances we
gep in. How do you identify what those circumstances are
asapragmatic way. |If you're taking about, let's say,
manipulaion, there are a couple of ways, infinite ways|
guess you could have manipulation. One classic example
would be someone who both has power plants and atrading

oraanization knows that if aparticular unit of capacity



goes off line, there will be areaction in the spot market.
They know it, it happens. They take forward postions.

Lo and behold they've got a plant that has atube
leak. It comes down off line, and price goes up. They lost
some money on the sdle from that power plant. They made a
killing in the market. They know that the plants coming
back on line before everybody dse; they take different
pogtionsin the market. They bring the plant up, it
affectsthe price.

So one question is should there be reporting when
there are circumstances or events, such as the unexpected
operation of aplant. When | say unexpected operation of a
plant, if someone putsin a peaker that's NOx-limited on the
amount of hoursit can generate, the typicd market they're
probably looking for is a summer peasking market, so there
shouldn't be aparticular surprise if it doesn't the market-

in October or what-have-you to bid.

If someone builds a basdoad plant and the
expectation and the economic judtification of that plant is
a 90 percent plant factor and al of asudden, it'sgoing to
about a 60 percent plant factor. And mind you, if you have
access to the data to show that affiliates are making money,
as opposed to losng money, as aresult of this plant coming
off line, there may be some indication of something afoot.

Intermediate plants, what his the norma



operation? Query: If you're going to talk about
reliability and having some degree of riability, wouldn't
it be ingppropriate for generators to report to the FERC, or
someone ese, what they're expected operating profile is?
In other words, here's how we expect to operate this plant.
Thisisapesking plant. Were not going to have the thing
mothballed during the winter time or what-have-you, and you
look for the aberrations.

Agan, dl weretaking about hereis
circumstances where you have evidence that causes you to
believe that the market wasn't competitive. The exposure
that's faced in refund on atraditiond refund isajust and
reasonable rate. The Commission hasin the past opted not
to require refunds. The Commission has opted not to give
interest on refunds. So the redl fear here it seemsto me

isthat that Commisson will be abusvein its exercise of

what appears to be avery limited proposed amount of power.

Me thinks they doth protest too much.

MS. SIMON: Cynthia, in the comments we filed, we
suggested a number of very specific ideasthat if the
Commisson goes down this path, thisis not something thet
we're obvioudy endorsing, and | want to make that very
clear in any satements | maketoday. | have aroom full
of members here and the first thing we suggested was was

that if anvbody challenaes a transaction, they have the
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burden of showing that the transaction was not just and
reasonable, so it's not a presumption in other direction.

The second thing was we suggested a time frame of
30 days to challenge any transaction. We aso suggested
that the Commission act on it after the party hasan
opportunity to reply, that the Commisson act inasmilarly
tight time frame. The concept of transactiond findity is
critica. So we need to have complaints brought quickly and
resolution brought quickly. That obvioudy is of greet
importance if we go down this path which, for avariety of
reasons, we don't think isthe right thing to do.

The other thing we suggested is excluding
bilateral contracts since those represent decisions by
sophisticated parties in the wholesale market to come
together to managerisk in avariety of ways and to begin
second-guessing those types of contractsis definitely a
direction that would open a huge Pandora's Box of problems
for the Commission.

The problem isthat the rest of the country
operates ether, in the short term at least if were talking
through this summer, through the mitigation that takes place
inthewedt. I'd hate to see any more litigation over
pricesin the west, given the intendty of the Commisson's
involvement in those prices dready. And the fact that the

only oraanized spot markets are aready functionina, run by



RTOs with the type of market monitoring and the type of
oversgght and reporting that you aready get. The problem
Isthat doesn't leave any place to implement this because
the other markets are the bilaterals.

The problem isthat I've sort of circled back to
suggesting | don't know what problem it is that you're
actudly trying to fix with this refund conditioning at
leest in theimmediate term. That'swhere | keep coming
back to suggesting that we'd be better off spending our time
looking at the kinds of things we need to put in place to
restore consumer confidence and make these marketswork in
the short term.

MR. CADWALLADER: | wanted to address Julie's
suggestion that we use a 30-day limitation. | strongly
believe that's much too short atime to have for people to
challenge market prices. We have breach of contract
limitations that run six years in Connecticut and there are
contracts of amilar length in other parts of the country.

I'm thinking in terms of an order of magnitude if were
looking at that kind of time frame, perhapsto years may be
aufficent, particularly as the Commission and others get
used to administering these kinds of reviews of the market
to seeif in fact economic and physicd withholding has

taken place.
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Also I'd like to stress the concern that thisis
an extremdy difficult undertaking to undertake. There
needs to be alot of thought and careful consderation asto
what are the gppropriate opportunity costs and what are the
gppropriate margind codts. But | think we only need to do
that once. We're not going to have to reinvent the whedl
every time. Once we have those thingsin place, it becomes
afarly easy matter to adminigter it as we see it happening
agan and again and again as | think it will be until people
get the message that if you engage in market power and
anticompetitive behavior, you will be found out and you will
be prosecuted.

| think that's the message we need to send. |
don't think it is an insurmountable difficulty.

MR. NORLANDER: I'dliketo try to address the
issue of thissummer. | think certainly in the New York
City area, no one can predict with any certitude what will
happen this summer. It will depend on heet, recovery of the
infrastructure and a number of other factors. But from past
filings, Con Edison has reported thet at times it buys from
two or three people. | think therefore we need to look at
how that market isworking, and | don't think it'samarket.

What we need to do | think is have perhaps filing
and publication even of both bid and cost data and thenin

the redlm of prophylactic measures, aenerators will think
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twice before going that 1,000 or 100. That's one potentid
remedy. Because ! do think playing catch-up and trying to
go a individua cases of behavior is certainly not

desirable but may be necessary. But if we can prevent it by
curbing unreasonable bidding behavior, then | think that's
to be preferred, and we should try to think of ways that
will encourage the bidders to do what in atruly competitive
market they would do.

| think there's another issue that's been
troubling me. That isthe problem of naturd gas. If the
units that are snagging the market clearing price on any
given day are burning gas and if theré's a Nash equilibrium
afoot in these smdl markets of a handful or so or maybe
more, a least those unitsthat are likely to clear the
market on a particular day, does any of them have an
incentive to put in anything other than the spot market of
gasif indeed the gpot market ismoving up at that time?
Even if they hold gas supplies a alower cod.

And so0 that may be perhaps the opportunity cost
were redly taking about here that someone would say,
well, gee, the day before the day before, | could have sold
al my gasin the spot market and made alot more and bought
it back on the day I'm bidding in, or timed it in such a
way. And aslong as his neighbors are doing the same,

thevll maintain the same peckina order, and they'll dl run



in the same order they would have run pretty much if they'd
al had adifferent gas portfolio. They learn over time

that they're dl pretty much better off if they al do this

without over-colluson, without going golfing, without going

to conferences and mentioning that, gee, why wouldn't we put
in the margind cost of gas? Even, you know, if we have a
supply that's cheaper.

So there may be -- | don't know if that fitsin
opportunity costs so much as opportunity in another market
to usethar fud. | think that some of the examples of
opportunity cogs are redly more in the nature of
withholding. The hydro plant that can run only a certain
number of hoursisredly withholding, they'renot -- and |
think the notion of opportunity costs isadecisond factor
for the person who decides whether to run or not. But the
market should ill encourage that bidder at the end of the
stack to be bidding in their margind cogt, the best we can
encourageit. So it may bethat for aperiod of time we
have to have trangparency in posting of what the price, what
bid and cost was.

MR. LARCAMP: I'd like to encourage you dl to
get back to the notice on the purpose of this conference. |
think alot of these are excdlent comments for stlandard
market desgn and market monitoring in generd. But the

purpose of this conference isto sort of focus on, I've



heard some people say we like the condition asis. Other
people say get rid of the condition. | think that's what
Julieissaying. Are there modifications to the condition?
Wed like to know before you leave in 35 minutes or so, are
there specific modifications to the condition that you think
are gopropriate in theinterim? Leaving aside sort of

general market monitoring, standard market design issues.

MR. HARVEY: Intermsof theré's something that
you're changing fundamentaly here when you say were going
to impose the refund condition firgt, which isthat if I'ma
fringe player and you impose the refund condition on me,
even though | haven't been doing anything, | have to worry
every timel seeahigh price in the market. 1f | respond
to that, am | going to get burned when you later change that
price on me?

One question which | recommended is that if you
don't gpply the refund condition to anybody other than the
entity that exercised market power. In other words, if Dick
withholds his output from the market and | happen to
increase my output, | benefit from the high price. But it's
people like me that will keep him from doing it. That isa
difference that if you impose this refund condition on
everybody, you actudly may find that you have more high
prices because some people won't respond the way they did in

the padt.
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MS. MARLETTE: The condition was crafted to be
sdler specific.

MR. HARVEY: That wasn't clear in some of the
discussons. If thisonly gppliesto the refund condition
only appliesto the specific entity that exercised market
power and you don't go back and revisit what the price of

every spot price and contract and everything would have

been, that would be one improvement. Maybe that's what you

aways intended, but that wasn't clear to me.

MR. LARCAMP: Does everybody agree with that?

MR. CADWALLADER: Yes.

MR. ONEIL: No.

(Laughter.)

MR. NORLANDER: No.

MR. HILKE: Pess.

MR. ONEIL: The question iswhether or not
thered be basicdly third party beneficiaries of market
power. That'stheissue. And if the point of market-based
rate authority is that someone can charge the rate because
the discipline isimpaosed by a competitive market, | don't
think that they say, well, I'm not the guy who broke the
lock on the door. It wasopen. | walked in.

| don't think that gets at the core issue of
establishing and maintaining the credibility from a consumer

standpoint that a market-based rate is not alicense to

70



ded. Itisdisciplined by competitive markets.

MR. CADWALLADER: | guessI'mlooking a a
Stuation where you have a centrdly dispatched market and
somebody has withheld output, and because of that, the
market price goes up higher than it would otherwise be, and
people sdl into the market by bidding appropriately and
happen to get ahigher price. Inthat instance, | think you
go out to the guy who withheld the output and only him,
because otherwise | think you have a serious problem with
disrupting the entire marketplace and the ability to rely on
the prices that the market sees.

MR. ONEIL: How are you going to ask the guy who
withheld the output to refund anything? There's no remedy
there.

MR. CADWALLADER: | think you have the bassfor
saying he owes the incrementd cost that you raised the
market price to everybody that incurred that additiona
cogt, and that can be an extremdy severe refund penalty.
And I'd like to add that you've got to pendize the
perpetrator more than just hisincrementa benefit from
doing the action. Because if you're only taking away his
incrementa benefit, you're not giving disncentives to
engage in the behavior.

MR. ONEILL: Youraiseavery interesting point.

The pendties could be very severe in that Situation where



you try to remedy the problem ex post. In New Y ork and some
of the other ISOs there are ex ante remedies. Isan ex ante
remedy, dthough it's prone to errors, better than ex post
remedies?

MR. CADWALLADER: | think you need them both. If
somebody is manipulating the market, you can put in some ex
ante regtrictions on him, but | think you also need to reach
back and pendize his actions from his hitorical deeds.

MR. ONEILL: Scott, you're ascholar of the New
York ISO.

MR. HARVEY: Wédl, it's better to, if you've got
amarket power problem, it's better to mitigate it and then
everybody responds to those prices rather than changing them
after thefact. Becauseit may beif you're going to change
the prices, then your andysis of withholding hasto factor
in, well, now I'm thinking that maybe you're going to change
the prices so | don't increase my output and it's not
withholding. It's anticipating what you're going to do.

The strength of the competitionisdl the smdl
people increasing output. So if we pendize them, we are
going to get high prices. We're going to get higher prices
despite our mitigation, because they won't bring in supplies
from outside the region. They won't do the crazy things
that you would expect them to do to increase outpui.

MR. ONEILL: Areyou savina vour prefererceis
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for ex ante mitigation than ex post?

MR. HARVEY: Right. Andthe most ex ante, of
coursg, is divesting the generdtion in the first place.

MR. ONEILL: Weadl genuflect at that dtar.

(Laughter.)

MR. ONEILL: John?

MR. HILKE: | agree.

MR. NORLANDER: Excuseme. | just wanted to say
| think, again, ex anteisto be preferred. But we should
note that the New Y ork SO does have an automatic mitigation
procedure that basically captures a bidder who is moving a
bid up in relation to the prior bid behavior in the prior 90
days of hisown behavior. And that | think wasagepin
theright direction but it didn't cure the problem, and |
think that's why we need the condition. And perhaps we need
away for these, if we're going to have these markets, to
empower them or their monitor to do afast reset. 'Y ou know,
you can have your ex ante remedies. There even may need to
be a quick reset based upon, you know, a short period of
time. And then more protracted issues being brought here |
think either by aggrieved parties or by petition to ded
with perhaps extreme cases of withholding or overbidding.

MR. ONEILL: Julie, do you have any fedings?
Ex ante versus ex post?

MR. LARCAMP: She hasfedinas, Dick. Come on.
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(Laughter.)

MS. SSIMON: Obvioudy we want a Stuation where
people know what the rules are, they play by the rulesand
therésfindity to transactions so that we avoid the
uncertainty that the kind of ex post remedies develop. |
thought everybody would assume that. I'm sorry, | should
have raised my hand.

MR. NORLANDER: Just one quick thing. If we knew
what he margind cost was of that market dearing unit, if
there had been some pro forma or some other -- some
knowledge of that, the market would know what the falback
price might be, what the reset price might be.

MR. LARCAMP: But the margind cost includesthe
opportunity cost for the energy limited unit, and we won't
know what that is. Isthat what I'm hearing? | mean, |
know that we can understand the marginal cost of each of the
gengraing unitsin a particular region.

MR. HARVEY: You could say, and | was going to
continue, one thing you could do to make it lessimpossble
to implement is say we're not going to try to gpply thisto
hydro units. We're going to say hydro pump storage, we know
it'stoo complicated, you know, were going to rely on other
mechanisms to ded with competition there.

If you've got units, the gas and oil units that

have got so many hours of run time per vear and vou've qot
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the potentid of blacking out the city if you runthemin

the spring and don't have it in the summer, then you're not
going to gpply it to those units. Y ou're going to say,

okay. That's another problem. It'stoo complicated. Were
not going to apply the sandard to them. And you could say
we're not going to gpply to the Scott Harvey genco, which is
his kids peddling a bicycle and drinking Coke. It's got to
happen to atenth of amegawatt. It isn't going to set

price. We're not going to, you know -- have ade minimis
standard. We're not going to mess around with people that
arethat smdl.

Look at cogen plants. Basicdly they produce
output by shutting down a production line so they got more
eectricity. Don't gpply it to them. Those are the things
you could do to make this -- and only look at units that
aren't, you know, if you're running inred time and al
your capacity is providing reserves, regulation, energy and
AGC inred time, regardless of what you bid day ahead,
you're okay. | mean, those would make it ampler. But as|
sad, therés ill going to be problems, especidly on D
rates.

MR. LARCAMP: Would we apply it to cogen that
have the output above the useful thermd output? | mean,
that's apretty lax standard in our QF regs, so that there's

alot of output that's redly not tied to the line, if vou



will?

MR. HARVEY: Wédl, alot of them, it isadready
sold forward. And what they're bidding in isthe part that
they can do other things and produceit. Becausealot of
them are il under old QF contracts. But, | mean, if they
were such alarge entity that they had alot of
discretionary energy that they could produce or not, then
you should be reasonable and gpply it to them. But I'm
thinking of the more typicd case where basicdly they're
must run for abunch of megawatts, and they can help you out
alittle bit a the margin.

MR. ONEILL: Steve, has Connecticut considered
going to atrading system for their commissons limitations
which would get you around some of this?

MR. CADWALLADER: Yes. Cetanly weve
encouraged the companies and the units that have those
limitations to see what they can do to get elther dlowances
from the Department of Energy to run more, or seto trade
and offset with other plants. But I'm not sure how
developed that processis yet.

MR. ONEILL: That problem getsalot eeder if
you have atrading system.

MR. CADWALLADER: Right. Right. And certainly
it makes it more economic to do thét.

MR. LARCAMP: Scott, do vou have just an

76



arbitrary number for what that cutoff should be?

MR. HARVEY: Wél, David Patten had tossed out 50
megawatts, which seems reasonableto me. | think it can be
higher than that. If it's somewhere between 50 and 100 |
think you ought to say these people are too smdl. This
isn't market power. Thisisother Suff.

| thought there was a telling comment here.

Widl, maybe they didn't benefit from withholding output.
But | mean then it can't be market power. Becauseif |
don't operate but | also don't have any output in the market
and | didn't make any money, then it must be something
ese

MR. LARCAMP: And that would be you or your
affiliates don't own more than 50 in the market?

MR. HARVEY: Yes Youvegot to look behind the
corporate vell. The ultimate parent entity isthe antitrust
jargon.

MR. BARDEE: Steve, | just had a question going
back to what you dl were just talking about in terms of the
environmentaly congtrained capeacity. Do you have a sense
percentagewise or any other way of how much of the capacity,

ather in Connecticut or New England, is like that?

MR. CADWALLADER: | don't have a number offhand.

Certanly there are anumber of fairly large basdoad units

in Connecticut, maybe 1,000 megawatts tota that have that
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condraint. So it's not inggnificant.

MS. LEAHY:: I'd liketo check, if we could go to
the other issue, the process issue, the procedure issue.
Weve heard from a couple of the paneligsin terms of what
might be a reasonable time period within which to expect
that a complaint would be filed if it'stied to a specific
transaction, and I'd like to hear what some of the other
panelists thoughts are on that before we close here.

We've heard 30 days. Julie proposed 30 days, and
| believe that Steve proposed two years.

MR. ONEIL: NRECA would suggest adightly
different variation, which was the Sx-month review, where
FERC would take alook at it and basicdly say that the
market isdl right, and that would effectivdy doseit
off.

Now that has to do with not a statute of
limitations on someone filing a compliant. That hasto do
with an afirmative determination that would Smply close
out the books.

MR. CADWALLADER: I'dliketo add to that a
little bit. 1'm intrigued by that concept that there be
some sort of review that would look at a particular period
and give aggnoff on that particular period. And | think

that's agtuation that may be handled by an RTO or an ISO

or someone who has been monitoring the markets day by dav by
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day and hasthe kind of data that they can make that
determination.

My guessisyou probably won't get aclean
sgnoff on any particular period for everybody involved in
the marketplace. And so you might put people on notice that
their rates are subject to review or refund.

MR. ONEIL: Anocther posshility in terms of the
practical, what do you do next summer? Bear in mind that
the existence of the condition in itself could encourage
forbearance, even in Stuations where there are folks with
market power. And the other question would be whether not
you would have a Stuation where if the concern is, whereis
my exposure in terms of actud refund, give perhaps
generators the opportunity to try to get some sort of a
pregpproval of abase amount that as long as they're not
charging more than that, they're clear.

MR. ONEILL: Can | switch the topic alittle bit
and ask some of the folks who are sort of closeto the
demand why we have been talking about demand response for
years and don't seem to have any?

MR. CADWALLADER: | think, at leastin
Connecticut, weve been working on conservation for years
and years even before restructuring. And | think the
problem is there are rdatively few customersthat actudly

can chanoe demand sanificantly on notice. And | think
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that's part of the problem.

And the other problem | think particularly with
restructuring is there hasn't been awdl organized demand
sde of the equation looking at trying to have cusomers
that can switch on and off.

MR. O'NEILL: Do you think sate regulation may
have caused part of the problem with demand response?

MR. CADWALLADER: | think the fact that customers
don't see the pricesthat are out there in the market hasa
ggnificant problem.

MR. ONEILL: You can seethepricein New
England by going to the New England Web site | think, right?

MR. CADWALLADER: Right. But alot of the
customers aren't feding that price. They're not paying
that price.

MR. ONEILL: Right. Becausethey have different
dtate rate desgns?

MR. CADWALLADER: That'sright. And that's part
of the problem. | think the way to get around that isto
have some way in which you're paying cusomersto cut
demand. But | think alot more can done on the demand side
of the equation, and I'd like to see that happen. Because |
think if we do get demand side response, that goesalong
ways to curbing market power.

MR. JACOBS: If | could, | wanted to weiah back
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in here with the perspective of the financid markets. And
| think one of the things | want to make sure that you al
have a good gppreciaion for is how difficult atime that
companiesin thisindugtry | think are going to haverasng
capitd on ago forward bass.

With the changing credit conditions, with the
dramatic decline in equity vauations that weve seen,
ralsing money to build power plantsisnot agiven. And |
think it's highly unlikdly that we're going to go back to an
environment like we had 12 months ago where raisng capitd
was very, very easy for these companies to do to build
plants.

| think in terms of some of the things you're
thinking about to modify the economic withholding concept, |
think from afinancia market perspective, that concept,
regardless of modifications you may make, will be viewed
very negatively by the markets. And | think if you look at
any cgpitd intengve industry, you can look at arlines or
whatever, companies that are forced to price on margind
costsin capitd intensve indudtries higtoricaly have
earned very poor returns. And | think the financid markets
will seethat.

And if therés a concept out there that's floated
that as a merchant generator, your returns are going to be

tied to maraind prices, therefore vour ability to recoup
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fixed cogt, not only fixed cost, but earn arate of return

on that investment, is going to be more limited. | think
the financid markets are going to have a very difficult
time providing money to these entities to build new power
plants.

MR. LARCAMP:. Have any of them talked about
finendng on acost basis by -- any of the new plants talked
about taking some of that risk away by sdling their output
under a cost-based rate?

MR. JACOBS: Not that I'm aware of.

MS. SIMON: | want to raiseanissue. | want to
go back to a concept that when we keep taking about his
margina cost issue, one of the issues that the staff put on
the table earlier and we redlly haven't spent any time
talking about is whether or not every megawait is fungible
with every other megawatt.

And | think it's very important to redizeis
that markets not only need a variety of product, you know,
in terms of reserves and different types of reserves and so
forth, but also that pesking units provide a very different
role in the marketplace. And one of the red concerns with
the mitigation in Cdifornia, and | would hate to seeiit
trandated across the country, isthat we send asignd only
to build basdload units.

We need black start. We need quick start. We
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need peakers. We need avariety of different products and
a leest initidly, a number of the cancdlationsin
Cdiforniawerein fact the peakers. And | would hate to
seeamargind cost-based approach here carry that forward.
We don't need to just have basdoad plants running dl the
time. We need to be able to respond with a variety of
products on our sSde of the business which need very, very
different price sgnds than basdoad units.

And s0 if we're going to talk about different
types of exclusons, we may need to talk about different
tiering as well s0 that the plants that need the very high
prices over avery, very limited number of hours aren't what
weloseinthis process. | don't think well beglad to
have that be the result of any of this.

MR. ONEILL: Can| just darify thiswholeissue
about being paid margind costs? The model that were
working with in standard market design and in other places
doesn't have the market clearing necessarily a margind
cost of any generators. When there's a shortage of
generators, it clears above the margind cost of every
generator in the market. And those are returnsto
invesment. So that it's amisnomer to think that these
markets are clearing a some generator's margina cost.
They may on occasion do that. But when the market isin

short supply, they're aoina to clear alot higher. That'sa



scarcity rent. That's not an exercise of market power, and
that's not what we're talking about.

MS. SIMON: Good. | would encourage you to
convey that concept in any follow up in this proceeding as
well.

MR. McLAUGHLIN: Julie, on that regard, though,
here in the short term -- and you talk about peaking units
and certain categories -- would it be best just to take them
off the table in our market-based approach for now and put
them back on a cost basis until we get sandard market
design and some other things? Because you're arguing you're
concerned about our market- based solution not generating
sufficient funds under certain condraints and certain
parameters. Isit better to move them back to cost until
the environment is better for them?

MS. SSIMON: | think what you just heard isthat
people aren't interested in doing merchant investment on a
cost bass. So if you want merchant investment, then the
answer isno. And weve spent alot of time, as Dick
O'Nell says, genuflecting at the dtar of divedtiture. |
can't seewhy it isthat you would want to encourage more
utility congtruction of power plantsin this process. So |
don't see how to get to that issue unless we proceeded very
carefully with respect to sending the right price sgnadsto

oet merchant investment.



MR. MCLAUGLHIN: | know. I'mjus ill trying
to get, though, to in the short term, rather than a proposa
that's totaly unconstrained, let the market do what it
wantsto do, what can we do? And I'm il griving to find
that.

MS. SIMON: | don't want to be repetitive because
| know there are time congraints. | think we've made a
number of very specific suggestions. They'rein the two
pieces of paper that we sent you, and we urge you to

consder them.

MR. CADWALLADER: I'd like to address the ability

to rase money. | think there are two issues here. Oneis
whether the returns on the market are high enough, and |
think there may need to be some sort of capacity market or
reserve market that provides that additiona funding for
peakers and other units that don't normdly run or are very
expensive to run.

| think part of the problem isthat we have a
certain levd of reliability that we want to achieve and
maintain. And in order to do that, you may have more
capacity than a competitive market would normaly build.
And in order to provide returns for that additiona
capacity, you need to have some sort of reserve or capacity
payments that are done in addition to whatever they're

oettina in the eneray markets.
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The other thing | think isrisk. And | think if
we have a situation where we're able to curb the exercise of
market power and anticompetitive behavior, we actudly
reduce risk in the market. Because it's much, much essier
to predict what prices will be when you're only looking at
margind codt pricing rather than trying to include in that
aso the ability of people to bid or withhold capacity from
themarket. So | think in terms of risk, were actudly
reducing risk by trying to get a handle on market power and
its exercise.

MR. NORLANDER: | just wanted to clarify, when
I've talked about markets clearing at the marginal cogt, |
had assumed a capacity market. Otherwise, definitely you
would need -- that |last pesker would only get its margind
codt. It would never recover itsfixed costs. And so the
better way to do that isto require the load-sarving
entities who are participating in the ISO/RTO markets to
acquire cgpacity. And then they will make the decison
whether to build or buy along-term contract or go to semi-
annud auctions or something of that nature. And that buy,
build merchant or LSE building decison would fal out
somewhere in that caculus of each party's decision.

| would note | think in aress of the Midwest,
public service commissons have been directing the

digribution utilitiesto build. | think in Wisconsn
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they're building and in lowathey're building. But the

Issue comes, could they have acquired a 20-year contract?
What's the difference? What are the cogts in rdiagbility

and other preferences of the state as well as the players
out there? And | think that dl can beleft vaguein the
sensethat it will shake out in different regionsin

different ways.

MR. LARCAMP: Should we expect that the capacity
credit isgoing to at least be equd to the annuaized cost
of apesker? | mean, 87 centstimes 12 doesn't give you
much in the way of a contribution to fixed costs of a pegker
in New England, which was what some were arguing for the
capecity credit in New England. So I'm just saying, should
that be sort of our measure about whether things are working
correctly?

MR. CADWALLADER: Connecticut had advocated a
higher number than that. | think you may need to vary the
amount depending on how much reserve you want to motivate.
If you need to motivate more reserves then you have a higher
number out there. If less reserves, then you can have lower
numbers, depending on where you want to be with regard to
the reserve number. But that number hasto be carefully
thought about in terms of what a peaker can expect to get
over the course of ayear a amargina cost energy price

and then what it needs in addition to that to make itsdf
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whole. But | think that isanumber that can be calculated.

MR. ONEIL: One point on Dan'slast point, and
that isthat | think one of the things you have to take into
account isto what extent would the pesker, in addition to
revenues from a capacity payment, expect to earn, smilar to
what Dick talked about, in terms of scarcity rents when the
actud energy isdispatched? So it's the whole package that
will decide whether it's an economic investment.

MR. HARVEY: I'd agree with that. It's between
the ICAP and the energy market. Somewhere they've got to
recover enough money to justify the cost of the unit.

Y ou've got to look at them two together. And the questions
about is anybody entering in acost base, building plants

for cos? Yes, there arelots of people who are contracting
forward. And it isacost-based contract. It'sindexed at
gas or something.

But again, an LSE isn't going to contract forward
a cogt if it can rely on capped pricesthat are less than
that. Soit hasto be anincentive. And in the Midwest
where I've been working alot for the Midwest 1SO, the
people have taked about they've got an innovation out there
with the utilities that alot of them after '98, '99, have
policies that they, when the price goes to 150, they ask
their industrid customer, would you like me to buy some

dectricity for you? And up to 150, it's a utility rate.
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But when the price is over 150, the customer isinvited to
decide whether they want to keep consuming. And it produces
alot of dadticity. But you have to have the willingness

to let the price get there.

MR. HUNGER: | got the sense that there was some
agreement that if we kept pendties or madeit clear that
pendties only gpplied to the specific entity engeged in
some sort of ether exercisng market power or some sort of
anticompetitive behavior, and we put out Some reasonable
exceptions, like amdl plants, hydro fadilities, things
aong those lines, that there was aleast some agreement
that that might be something we could work with.

But | dso heard -- | think | heard Julie saying,
and she raises an important point, that people who
participate in bilaterd markets maybe ought to be exempt,
because there is the tory of the sophisticated buyers and
slers. | think that's an important point, but | don't
think 1 agreewithiit. | think if you have amarket, a
bilatera market that's not competitive, someone could
exercise market power. But maybe I'm wrong. But | want to
see, is there any agreement on exempting people who are
participating in bilaterd markets as a and aone?

MR. CADWALLADER: No. | think that market needs
to be policed in the same way. And even though you may have

sophisticated buyvers at one levd, ultimately vou've oot
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consumers paying the bills, and ultimatdy you've got
suppliersthat can exercise market power unilaterdly. And
| think that's a Situation you need to get under control.

MR. HUNGER: | may be mischaracterizing Julie's
argument.

MS. SSIMON: Not abit.

(Laughter.)

MR. ONEIL: | would concur that bilateral should
not be exempted, but | think you have to bear in mind that
typicaly, abilaterd agreement, if it'sfor aterm of a
years, some future term, was negotiated and struck at a
particular point in time, and FERC higoricdly, evenin the
regulatory context, has been engaged in sdll-9de, not buy-
Sde regulation.

So someone may make abad ded, and they made a
bad ded. The question is, were they negotiating the ded
in amarket that was competitive, or was it a market that
was noncompetitive such that it would be a different test |
think asto whether or not that particular contract was
vdid.

MR. HUNGER: It seems like amuch trickier
problem to unwind, becauseit's not like therésasingle
clearing price where you can say, okay, they managed to
raise the market clearing price by $10 and it was a 50,000

megawatt market. How much does it bleed over into other
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bilateral dedls?

MR. ONEIL: | agreewith you, it gets
complicated. Because let's say someone has put in afixed
price, then they have to go on the hedge with gas.

MS. SSIMON: And how much are we going to be
willing to protect the supplier in that Stuation? If you
want buyers coming in and saying, well, the supplier
overcharged me, do you want suppliersto be ableto comein
and say, well, | guessed wrong on the gas?

The concept of being able to unwind these
transactionsisapolicy that this Commission for a number
of good reasons has stayed away from on the gas sde and on
the eectric Sde. Y ou had ample opportunity. You had a
series of PURPA cases not to go there or to go there, and
you chose not to. The court has upheld that.

It just ssemsto methislate in the game,
garting down that path unraveling contractsis not a policy
you'd want to go after. But that of courseraisesthe
problem that | keep coming back to, is that organized spot
markets dready are largely competitive. They have RTOsin
place. They have market monitorsin place. They have
regular sudies. Those studies have consstently concluded
that they are workably competitive, and so it's sort of
circular in terms of where were actudly going with this.

If, Mike, what were trvina to do isfiaure out a
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fix for this summer, it becomes very difficult to figure out
what it iswere taking about.

MR. HUNGER: Julie makes a pretty compelling
argument that the cure isworse than the disease for getting
involved in bilateral contracts.

MR. HILKE: The other thing, bilaterds which go
on for awhile, you know, they are dso presumably in some
sense naturaly capped by the fact that you can get new
entrants. And if acontract goes on beyond a couple of
years or something like that, that's an dternative if
they're facing high prices from incumbents who are offering
those kind of contracts to, you know, find somebody dse to
comein.

MR. ONEILL: Scott said something earlier. It
saysthat if you find in the red time market that the
generators are actively engaged in one of the other markets,
that is, their capacity is completely sold, maybe you don't
have to look at the bilatera contract because they haven't
withheld from the market, which is principaly the way we
figure that they can exercise market power.

MR. HARVEY: To follow up on our earlier
discussion, the forward contracts, when you talk about how
do you get a cost-based rate for apesker? Well, that'sa
forward contract. And if it becomes aforward contract,

it's only cood when my peaker loses money, obvioudy there

92



aren't going to be any forward contracts at cost.

MR. CADWALLADER: | think the main concernisto
get the spot market right. If you get the spot market
right, then the forward market is necessarily going to have
to be consstent with that spot market. And | think to that
extent you dleviate alot of the concern with regard to the
forward markets.

Becauseif | know | can buy in the spot market at
a competitive price or buy in aforward market a aless
than compstitive price, then | dways have the spot market
to fal back on, and | think that provides some
restrictions, some congtraints to the forward market.

MR. LARCAMP: I'vegot onefor Mark. Do you have
any way of giving us arough ballpark of your opinion about
what of a percentage of the capitd difficulties that
merchants are facing is dueto this particular problemin
the openended refund versus the whole reporting, you know,
bringing debt back on the books type of stuff that we read
in the newspaper every day? Can you hazard a guess for us?

MR. JACOBS. Dan, | guessmy view would be that |
think thisissue has largely flown under the radar screen
for the investment community to date. | think the problems
you're seeing in the credit markets and in the equity
markets right now that these companies are facing are dl

related to other issues.
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| think if this issue came to the forefront, it
could have an additiond materid negative impact on those
markets, but | don't think any of that isin the market
right now.

MR. BARDEE: I'd liketo thank &l of our
pandigts. It's been an interesting discusson. Well take
ashort break now here and start back at five of twelve,
please.

(Recess.)

MR. BARDEE: If people would take their seats, we
will begin the next part of our agenda

(Pause)

We have apar of microphones set up hereinthe
room, and the intention hereisto alow members of the
audience to come up and make statements. If you have
satements you'd like to make, | would ask that you limit
them to five minutes as we did with our pandists erlier in
theday. Staff may have questions based on your statements
or otherwise, and hopefully you could enlighten us with
answers to those questions.

With that said, let me turn to the gentleman at
my left.

MR. REITER: Hi. I'm Harvey Raiter. | filed
comments on behdf of the Sacramento Municipa Utility

Didrict and the Sate of Michican and the Michican Public
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Service Commission and the New England Conference of Public
Utilities Commissonersin thiscase. There are a couple of

points addressing | think some of the questions the staff

had raised that 1'd like to focus on, one of which redly

didn't get much discussion earlier today.

There was a mention of whether to make thisan
interim rule or not. And | think theré's one respect in
which that would not be a good ideg, particularly because of
the structure of the Federal Power Act. The First Circuit
has held that market-based rates are regulated rates for
purposes of the Keogh doctrine, which has very serious
sgnificance for remedies for consumersin the case of
colluson. Now | know one of the pandligts earlier said
therésredly been no evidence of colluson generdly in
theindustry. That's greet. | hope that remains the case.

But, you know, higtoricaly, the Justice Department gets
involved in price fixing cases againgt companiesin
industries that are undisputably workably competitive.
Every year it happens.

And what happens if you had no remedy smilar to
what you proposed in the rule that you outlined severd
months ago for price fixing or collusve activity,
collective market power exercise, then consumers may be left
without any monetary remedy for collusion that took place at

ometimein the past, wheress if the industry waan't
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regulated a dl, they could a least bring a price fixing
case in the antitrust courts.

So | don't think this should ever be an interim
measure, at least with respect to protecting consumers from
collusve activity. And that would be something | would
urge you to think about.

MR. BARDEE: Let mejust aquestion to make sure
| understand your point there. Are you suggesting thet if
we did this on an interim bag's, the court might construe
that as preventing the Justice Department, for example, from
going after amilar behavior under the antitrust laws?

MR. REITER: Wél, the Justice Department
wouldn't be precluded, neither would private litigants from
going after collusve behavior. But wheretheraeis
regulated, the remedy would only be prospective and
injunctive. There would be no ability to obtain refunds
where there would otherwise be if, for example, there were a
price-fixing conspiracy uncovered and the victims could get
recompense. So that would be precluded if you didn't
continue what you've proposed in here by way of remedy for
collusive behavior permanently, not just on an interim
basis.

There were two other generd topicsthat were

raised, and | just want to touch on them briefly. One was

the issue of uncertainty. We have sudoested, Sacramento and
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the state of Michigan and others, that the Commission hasa
fair degree of latitude in two respects.

Oneisit has prosecutoria discretion to the
extent there are complaints and people are worried about
going after smal fish or creating unnecessary uncertainty,
the Commission can husband its resources. It can decide
what are the cases that are important to go after. It has
case-by- case authority to decide whether to take up a
complaint.

And aso with respect to that, if what the
Commisson is after is bad behavior -- collusve, exercise
of market power or unilateral exercise of market power --
then it s;emsto me that common sense should prevall in a
lot of these cases. And here | would go back to the
Commission's historic gpproach to regulation of fudl
clauses. The Commisson'sfue clause regulaionstypicaly
included a provison that said that the seller was dlowed
to pass through only just and reasonable fud costs. And as
areault, utilities were subject to arefund obligation for
passing through, for example, imprudently incurred cods.
The Commission didn't define that term any more precisdy
than just and reasonable, but it was aworkable standard.
And case by case, a company would be free to show that its
costs were prudently incurred.

| think one of the pandists shoke about whether
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you should put the burden on the complainant rather than on
the company that is the subject of the complaint. Under the
Commission's prudence review, there's adifferent gpproach.
The burden is dways on the company to judtify its rates as
just and reasonable. If it has afiling, it's got to prove

that they're reasonable, but there's a presumption of
regularity thet it's not acting imprudently.

If you have aworkably competitive market or one
that the Commission has adjudged as such, one way to
gpproach thisis smply to leave the burden because it would
be 205 filing subject to review, on the utility or on the
sdler in this case, power marketer or generator, whomeve,
and put some onus on the complainant to come forward to
raise a serious doubt about whether there had been the
exercise of market power.

Onelast point | redly wanted to just touch on
which was the issue of time limits. This again goes back to
the way the Commission has gpproached the fud adjustment
clause cases. The Commisson itsdf has said thet in the
fud adjusment clause cases, it could conceive of no
reasonable basis, which was the term | think they usedina
couple of the cases, from imposing any time limit on the
Commisson's investigation of whether afiled rate was
violated. And that'swhat | think you're talking about in

egtablishing this new rule, establishinag anew filed rate
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that requires the passthrough only of just and reasonable
coststhat don't reflect the exercise of market power,
ather unilaterdly exercised or exercised as aresult of
colluson.

The Commission has prosecutorid discretion, as|
sad, but there may be ingtances where it feds, for
example, the perfect caseisin colluson where it may take
years to uncover a congpiracy, and the victims would be |eft

without any remedy if the Commisson decided there was

something that needed to be corrected but had salf-imposed a

limitation on its ability to ensure compliance with the
filed rate.

Thanks.

Mr. McCLIVE: My nameisTim McClive. I'm Chief
Economist with Edison Electric Inditute. And | do have
some comments, dthough some will be based on thefiling
that we made and | will not hope to be as articulate or
cogent as some of the filings, o please bear with me.

EE! definitey supports the development of
stronger, more competitive markets. We've been on record
for that for severd years now. We are encouraged by
today's panel discussion and by the opportunity for the
pandlists who appear and talk with you, but | am abit
concerned that one of the fundamenta points which we had

raised in our filing was not treated. And that's the
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question -- | should say our skepticism about whether the
order is based or has areasoned basis and whether FERC has
the legd authority under the statutes of the FPA and |
think it's the APA to do thiswork, or to make these
changes.

In particular, we're concerned about -- we
believe that market-based rates under Section 205 can't be
conditioned by requiring awaiver under 206(b). The waiver
in question isthat it would intentiondly -- or that 206(b)
was intentionally written for cases of individud utilities
and not such abroad sweep asthishasdone. But sncel'm
not alawyer and | won't pretend to be one, | won't try to

garble that anymore, but we have raised those concerns.



In generd on the economic Sde, when we saw the
order, we became very concerned about the definitions of
"withholding," both on an economic and physcd basis. As
isevident in our filing, we reached out to Scott Harvey and
Bill Hogan to ask what they thought about this, and we
sponsored a paper which was attached to our filing. We
strongly support the statements and the anaysis which Scott
presented in that paper.

Today's discusson has been very interesting. As
| go through my notesonit, I'd like to touch on four or
fiveareas. I'm concerned that some of the questions abut
trying to get pragmatic advice and how to measure
withholding start to look like establishing a set of very
exacting rulesand formulas. And it could become bigger
than the U.S. Tax Code. I'm not sure how a competitive
market could work wdll if every market rule has lots and
lots of subsections. Under this circumstance, thisis
gppropriate under that circumstance, that is not
appropriate.

Therewas dso atonein theroom or in the
discussion today about looking at the short-term, looking a
the summer. I'm not sureif it was a hypotheticd that was
being used for purposes of diciting comments or if it was

an underlying policy pogtion. But it reminded me of a

comment that the Chair made last week at alunch. Somebody
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asked him about price cgps. And he sad, well, in
Cdifornia, the Stuation was when the kitchen's on fire,
you don't look at what's in the dop bucket, you just throw
it. Hefollowed that up and said, and the fire went out.
And he paused a few seconds, and then he said, but we made
some mistakes, we sent some bad sgnds, and I'm hoping that
apolicy, such as changing tariffs to include a refund
provision would not be contemplated as a short-term fix
because | don't think changing atariff is short-term a
al.

On other issues, | think as Scott said, reasoned
people can disagree, and I'm sure therés alot that | heard
with that | agree with and | don't agree with. | won't
elaborate too much. It'sadiverse group but | don't think
it'sfully representative of the industry, and | trust that
the Staff looks at this as an information-gathering session,
but not a dispostive display of the different postionsin
theindustry. And | would reiterate a proposal that Edison
Electric made that perhaps a NOPR for wider public input
would be advisable in this critical area.

I'd like to talk about just afew points. Asl
said, we support competitive markets. We believethat a
prospective approach is much better than a retrospective
approach; ex ante instead of ex post. Demand side response

isvery criticd. Itisnecessary, | bdieve, that the



market rules be set up so that the wholesale buyers can
build in how much they're willing to buy a different
prices. That's different than bidding in to sdl ther
negative generation but to be adleto bid in asthe
suppliers bid in how much they're willing to sl at
different prices. Demand should be able to bid in on how
much they're wiling to buy at different prices.

Divedtiture has been brought up. | don't think

itsafirg best solution. | think there are many

circumstances where it may be an inadvisable so | hope that

isnot pursued as afirst best solution. There was
discussion about filing and publishing cost data as part of
making the markets more transparent. That concerns me
because | think it raises antitrust issues. | would be
surprised if the sted industry or the cattle industry or
the CHIP industry was submitting their cost data and
publishing it S0 that their competitors could see what the
costswere. | think that raises problems.

And in generd, the wide gpplication of the
refund provison would cast avery wide net. | think it
would inhibit dynamic participation. It would dmost be
like avery broad but insufficiently designed market power
screenthat catches dl of the possible transgressors but
aso catches alot of innocent participants and precludes

them from beina in the market.
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And as| gtand here, | wonder if I'm making sense
which | hopel am. | think I've run to the end of my
comments. | appreciate the opportunity to make these
statements. | look forward to more work on this 206
proceeding.

MR. TERZIC: Good morning or good afternoon. My
name is Branko Terzic with Deloit & Touche. | havefiled
commentsin this earlier for the Electric Power Supply
Asociation and just to amplify thet alittle bit, | want to
commend to you the testimony this morning of Mark Jacobs of
Goldman Sachs. It's from that perspectivethat | riseto
talk to you. I've been spending about haf of my timein
the last three years with Ddloit in Eastern and Centra
Europe working on the emerging markets. | want to
compliment this Commission and its orders because what
you've been doing with ISOs and RTOsiis closdly followed
there as they're going both a restructuring of their
industries and are looking at privatization Smultaneoudy.
These are very difficult two steps to take but the modd is
among others here in the United States, PIM in particular,
how that's operating.

The example of what not to do has clearly been
Cdifornia, but | think the decisons of the Commisson have
al be correctly dong the lines of understanding that the

lonc-term benefits of competitive markets will be superior
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to continuation or any idea of continuation of our 100-year-
old cost of service methodology. That methodology served us
well dl the way up until the period of the nuclear power
plant building and the oil shock. After that | think we
redlized that we needed more incentives in the one segment
of the dectric industry that would be amenable to direct
incentives and that is the generation segment. | speak on
incentives, having led atask force here on incentive
ratemaking and | certainly want to urge the Commission to
continue with the Order 2000 provisons for incentive
ratemaking for the transmission, and | of course hope that
dl the date public service commissonswill put in

incentive ratemaking for the digtribution as well.

My concern has been very narrowly with the
blanket refund order. | think it was atool that adds an
additiona degree of regulatory risk which does not need to
be there for this Commission to do itsjob of ensuring just
and reasonable rates. | have been dealing with European
investors. Asyou know, weve had inward investment in the
U.S. market, both at the generator/transmission and the
digribution level, and | can assure you that thistype of a
blanket provison for refund is an additiond level of risk
which is hard to quantify and hard to determine.

If you do proceed down that path, the detailed

ruleswill be parsed and looked at very carefully and will



create may additiond risk aswell. | think the Commission
has adequate other tools. We're talking post-anti-index --
English ismy second language, Latin wasn't my firdt, but |
think what Dick O'Neill meant you're going to go in after
the fact, or you're going to do retroactive ratemaking.

I've generdly been againgt retroactive ratemaking. It does
add uncertainty. The investors don't know what the actuad
earningswere. Y ou don't know whether your company or your
power plant will be swept under it or not. | think it will

be very difficult to operate and it will add some difficult-
to-quantify risk to what's dready a very risky market, the
electric power market, arobust market, amarket that will
grow and will need more eectricity in this country in the
future than we have had in the past. And clearly we need a
set of mechanisms which will ensure that that capacity is
there.

I commend the Commission for its concerns and its
review of the power markets. | think the morning panel had
alot of very good ideas about some practica steps.

Clearly you have the tool of price caps. Y ou've used that
inacouple of areas. If you are concerned about very sharp
spikes for the short periods of time, | think price caps are
Superior to coming in with the dternative which isin your
order of having an investigation and possibly having

evervbody who participated in the market on that day or
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during that period, subject to potential refunds and

pendties. | think it would be an easier, Smpler

regulatory mechanism for you to use what the various parties
have indicated, well therell be some appropriate price cap
numbers. | haven't done astudy, | don't know the details

of what's behind those but they seem to be reasonable.

Once again, we do have experience in naturd gas
and other markets where we can draw the conclusion that
sometimes high prices are a demondtration that the markets
work, not that the markets don't work. | think that this
Commission has plenty of experience dong those aress, to go
back to that and to work with it.

With respect to some discussions on consumer
confidence, | do an annud poll on consumer opinions on
dectric deregulation. It comes out every October. Given
al the experience and everything that's happened with the
Cdiforniamarkets, there has not been a tremendous shift in
consumer opinion. That pall is publicly available. You can
take alook at it yoursdlf. Yeswe have more people that
aren't even aware of what's going on this year than the year
before. That is, we have less awarenessthis last year of
deregulation and competition in eectric markets than we did
the year before. A lot of things have happened. The pall
took place after September 11th, so people might have been

distracted but in any event, | don't bdieve this Commission
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haslogt nationa consumer confidence. Congressiond
confidence, thet's another issue and we ded with thet all
thetime, but | don't think that's redly the driver in this
case.

We are concerned that in the long run, once
again, consumers have access to better prices than they
would under the old regulatory regime. Unfortunatdy, in
too many states, the sdle or the prospect of deregulation or
restructuring was sold to the public on the notion that
rates would go down immediady. That would be the only
benefit and that would be the only good reason to do this.
Even in states where the retail resdential rates were below
anybody's notions of cost of service where that statement
would have been impossble.

Soweaein thisfor thelong run, this
Commissonisinit for thelong run ad | think that you're

on theright track. | don't think that the refund

mechaniam, the blanket refund mechanism will accomplish your

god. Itwill certainly I think add to the cost and
uncertainty. | would ask that you take alook at it once
agan and ligen to my fine colleagues as well.

Thank you.

MR. ADAMSON: I'm Seaborn Adamson from Frontier

Economicsto provide the usud disclamer. | am speaking on

behdf of me, mysdf, and I, and not on behdf of anv of
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Frontier'sclients. Firgt off, asafirg point, from the
professiona perspective, | absolutely would like to give my
endorsement to the comments made by Scott Harvey this
morning which | think were absolutely right on, and dso to
the comments of Mr. Hilke of the Federd Trade Commission
which | thought were dso right on.

Also being involved a bit in the capitd market
sde with the comments from the gentleman, | guess Mr.
Jacobs from Goldman, Sachs, being involved in thefinanding
sdeto try and explain this to the syndicated loan market.
It's not going to happen. You are, | think in this case,
dipping into waters that are quite deep, trying to get the
capitd markets comfortable with thisidea | think isgoing
to be extremdy difficult.

It'svery interesting. 1I'm working with the
power pool of Alberta, trying to help them develop a policy
on thisregarding this same type of questions, questions of
economic and physca withholding. | think the approach
there that's kind of evolving is something you should redly
congder which isredly trying to make some form of a
least quditative assessment of the costs and benefits for
imposing such apolicy. The benefits may be for afew pesk
hours. Maybe you can see some immediate short run benefits.
The long term cogts, | think of the cost of capitd and

suff, could be much hiaher, could be much more Sanificant.
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And anything that is a capitd investment decison is going

to have ramifications for consumers for many, many yearsto
come which you redly do haveto condder. It's unfortunate
I know.

Dick O'Nelll and Dan Larcamp aren't here and they
asked for some kind of practica points about implementation
of such kind of policies as are being discussed herein the
FERC Staff paper. | was going to point out three kind of |
think practica examples, which | think can give us some
guidance about 8) some of the difficulties, and b) what will
need to be considered if you try to impose some of these
types of policies on withholding.

Thefirg off isarecent casein the United
Kingdom which iskind of been at thisabit longer than we
have here regarding the gpplication of what was called the
market abuse license condition effectively replicating
economicaly some of the same facts here. That was
relaively recently thrown out by the Competition
Commission, kind of the British equivdent of the FTC, as
being so vague as to being completdy unenforceable and
arbitrary. If you want some kind of practica examples of
how such apolicy might be viewed in the courts, obvioudy
in different jurisdictiona context, but | think some of the
economic lessons are quite german. 'Y ou might want to look

a some of that information. I'll be alad to provideit to
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anyone who isinterested.

The second one isredly much closer to home. In
fact, it's going on right here right now right next door.
The Cdifornia Refund Case which I've had the pleasure or
digpleasure of being involved with for | guessdmost ayear
now. Theroot of this questioning is aout determining
competitive outcomes based on some notions of margina costs
after thefact. | reckon there's 200 lawyers next door at
five hundred dollars an hour. Those lawyers have been doing
alot more than gtting next door. As part of kind of an
exercise for afew moments, onetimein an arplane, | tried
to estimate what the legd fees on this case for dl the
parties have been. I'm not sure | can count that high.

But the process of going back and trying to
determine what prices should have been in extraordinarily
complex markets after the fact is, as Mr. Hilke noted, a
legdl processthat will not be short circuited by afew
rules, and is just extraordinarily time consuming, and |
don't imagine there's enough people in this building to ded
with dl these cases. So while professondly | agree with
Dr. Harvey's assessment of the difficulty of doing this, as
someone who has an expendve home renovation project going
on, | musgt admit it sounds like the best thing snce diced
bread. I'm going to build kind of a Ddlas-style Southfork

out behind my house.
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(Laughter.)

MR. ADAMSON: One other question. Mr. Larcamp or

Mr. O'Nelll pointed out was about these energy limited units
and on the NOx units. Again, | think the Cdifornia case

going on next door can provide us with afew examples about
how difficult that actudly is to incorporate into these
assessments of competitive market outcomes. Even when there
isatraded NOx product, which there certainly isfor the

case of the Southern Cdifornia Air Quaity Management
Didtrict, the so-called reclam market, RTC market for NOx
emissions from therma unitsin Southern Cdlifornia

Theré's quite alarge market for those quite well-traded

prices available from brokers prices quoted in the

newspaper, prices quoted by the Cdifornial SO Department of
Market Andyss, and in the hearing next door, the
Commission decided that it was too complicated to try to

build those into prices and it excluded those from prices

from these OMCPs. The Commisson itsalf noted that thiswas
sound economic theory and 30 seconds with a pocket
cdculator will tdll you that you're not going to get

anywhere close to the right answer without incorporating

this. But they decided that even though, wherethereisa
traded product for NOx that building thisin makes kind of
recalculation of prices after the fact very complex.

So every time vou think about what's aoina to be
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necessary to build in estimates of NOx prices into some of
these markets, at more than avery kind of vague, 50,000

foot level, you might want to look back in the record at
what's been decided in the Cdiforniacase. At many points,

If NOx prices are high enough, and when NOx becomes such an
important component -- | mean some of these units are dmost
using natura gas as a byproduct and they're mainly burning
NOX permits-- that'sared cost. Environmentd godsare
environmenta goas and these were environmentd

restrictions placed upon them by the state and federa
environmenta authorities for very good reasons. | don't

want to breathe al this Stuff.

S0, you know, the congtruction of margina costs
Is the average versus incrementa heet rate. How do we
incorporate dl the start-up cost? How do we incorporate
people's perceptions of risk of outages and dl thistype of
Stuff.

As Dr. Harvey pointed out, this becomes micro-
management in extreme, and | think the redl logica economic
question with regard to thisiis, if competitive forces
cannot be relied on to a greater extent than this, it seems
like we have about the worst possible form of regulation,
which isan attempt a regulation on amargind cost basis.
That, to me, seems dmost worse than just going back to the

old cost of service thina, and vesit did produce very
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efficient investment incentives but a least it kept the
costs of capitd very low, which isvery important ina
capitd intengve indudry.

Thank you.



MR. PRATER: My nameisVann Prater. | work for
Dynegy, which is an energy trading and independent power
producer located in Houston. I'm actudly from our Houston
office.

I'd like to point out right from the start that |
St on the trade floor with our traders and our asset folks
every day. I'm not an atorney. I'm from the business sde
of our operations.

Firgt of al, we have a handout in the back of
the room that addresses many of the points that were in the
staff paper, and addresses many of the questions that came
out. | would like to refer you to that for your further
reading and our positions on some of the issuesthat were
addressed.

| would aso like to very much support many of
the comments that were made by severd of the pandigts
today: Dr. Harvey, Julie Smon, John Hilke, Mark Jacobs; and
also acouple of the ad hoc speskers, Mr. Terzic and others
who have been up here this morning.

Categoricaly, we believe that this order is
fundamentdly flawed, and is absolutely not tweskable. It
would be like rearranging the deck chairs on the Titanic,
which could bring actudly in our view an entire industry
down and st us back many, many years.

We ask in our paper, why would the Commisson
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jeopardize wholesde market generation investment and the
future of restructuring with an gpproach that many people
fed is perhgps an unlawful approach to an unsubstantiated
problem? We go back to the question that was asked many
different times this morning, and thet is what redly is

the problem were trying to address?

Dynegy looks around the country. We look to the
northeast and New England, where we have favorable reviews
from the market monitors. We see no problem there.

We look to the west, where there are region-wide
measures that are currently in place. We see no problem
there. Welook to the south, where we have exclusvely
bundled sdles by integrated utilities to retail customers.

We see no problem there. And in the midwest, we have more
than adequate generation supplies precisely because FERC did
not intervene in the markets with the needle-like price
spikesfor avery limited number of hoursin 1998 and 1999.

In fact, in our handout, we have a graph that
shows that current summer prices for 2000 and 2001 in the
midwest are one-third to one-hdf the prices experienced in
'98 and '99. We don't see the problem there. We ask:
wheré's the problem, and what are we redly trying to solve?

Severdl of the speakerstoday who seemed to
upport what the Commission istrying to do were suggesting

sweepina chanaes that do not appear limited to this summer.
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Yet time and time again | heard commenters refer to, what do
we do for the summer.

| think many of the folks here are mixing gpples
and oranges. Arewe trying to fix along-term problem or
are we trying to fix a short-term problem while we get about
the business of restructuring?

If were trying to solve a short-term problem for
this summer, we don't see the problem and we don't see any
need to invoke what the Commissonistrying to do. If it's
along-term problem were addressing, we believe that we
need to get on with the job.

Thisisthe best and only remedy to any potentia
market power problems. We need a holistic approach that
includes many dements. We believe thisincludes structura
remedies rather than behavioral remedies. We talked alot
about the digtinction between the two today.

Behaviora remedies, such as are being proposed

here, redly won't work in the long run, and we need

sructurd fixes. We need demand response. We have to have

load that will respond to price Sgnds and get away from
the vertica demand curve so that we do have atruly
functioning market. We need to get the price Sgnds out
there.

We heard Dr. Harvey tak about the Stuation in

the midwest where, if prices aet to $150, they cdl up the
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industrias. Would you like usto continue to buy, or do
you want to drop load? What agrest fix.

Seams issues have to be addressed so that we have
seamless markets from one region to another, so that we can
move power with few transaction costs and minima seams
issues. For example, we need to be able to move power
between New Y ork and PIM and vice versa. Currently that's
very difficult to do.

We a s0 need capacity markets as a component of
what the long-term industry should look like. We need to
have dl load-taking service under the same terms and
conditions from asngle tariff. We need FERC to get on
with the issue of standard market design. We need to have
barriers for entry for dl participants to be reduced so
that we can create the level playing fidd and increase
supplies that will bring about the truly competitive market
that will benefit consumers

Findly, we need to get on with the business of
RTOs, where we have adequate monitoring in place of both the
market and the actions of the RTO.

One other comment | would like to make is that
the term of calling this a hedge was bandied about severd
times thismorning. The view was expressed that perhaps a
blanket, market-based rate refund is a hedge.

Comina from the trade floor, in no sense of the
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word as | know it from atrade floor perspective can this be

congtrued as any kind of ahedge. When my traders on the
trade floor use a hedge, they are doing it to hedge arisk
that can be quantified, and it's done ex ante for a
particular products. What we're talking about hereisan
unquantifiable risk on an unspecified product, and it's done
ex post.

So dearly, in my view, thisisnot ahedge. And

if itisahedge, let me bethefirg to lineup so that |

can buy puts on Enron based on the stock price of sx months

ago.

Thank you.

MR. WEBB: My nameis Bob Webb, a professor of

finance a the Universty of Virginia 1'm dso editor of
the journd, Futures Markets, which is an academic
publication which specidizes in articles on securities,
futures markets, options and swaps.

| think the proposa that the Commission has put
forward iswdl-intentioned, but unfortunatdy | think also
misdirected. | think that it would not achieve its
objectives, even if modified. | believe further that alot
of the consequences, the unintended consequences, of this
proposd are entirely predictable.

As some of the speakers have pointed out earlier

today, if vou adopt aproposd like this, vou're coina to
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increase regulatory risk. One of the basic axioms of
financeisthat for nondiversifigble risk, the more risk
thereis, the greater the expected return required by market
participants. This means that companies will increase thelr
prices. It dso meansthat you would have ahigher cost of
financing, as Mark Jacobs pointed out in his comments, which
means less investment in new power supply.

Further, as | believe Scott Harvey pointed out,
If you extend thisrefund provision to dl market sdlers,
including those without any percelved market power, then you
will actudly exacerbate the Stuation rather than improve
it in terms of providing additiond supply.

| think it's important to redize that power isa
commodity. Like al commodities, there are periodic
commodity price spikes, and we shouldn't be surprised to
observe them in thismarket. Asin other markets, they are
oftentimes more pronounced in spot markets than in forward
markets.

Having said that, | believe, as Julie Smon
pointed out, in many of these markets there are hedging
vehicleswhich are used by buyersto protect themsdves from
thisrisk exposure. It should not be redly the Commission,
through this back door strategy, protecting these buyers who
do not protect themsalves.

But probably more fundamentd, it's important to



redize that prices are Sgnasfor resource alocation, as
Professor Friederich von Hayek, the Nobd laureate, pointed
out years ago. Pricesreflect and convey information.

The question that the members of the Commission
and the gtaff should addressis, do they redly want to see
FERC-like proposds gpplied to other commoditiesin other
commodity markets? | think the answer would be no.

Thank you very much.

MR. MOSHER: I'm Allen Mosher from the American
Public Power Association. A few quick remarksto follow up
on some of the questions that were brought up mostly by the
Commisson Staff here.

As| undergand, you're redly trying to focus on
what to do right now in the short term rather than on the
long term. | think we'd agree with EEI and others that we
ought to have a rulemaking to address market power
mitigation in the long term.  Clearly, we've got too many
other things to do right now to take thisissue up front and
center, 0 I'm going to try to focus on the short term.

Regarding price caps, Julie Smon from EPSA had
suggested a thousand-dollar damage cap. That's aworkable
garting point. | think in generd that's probably too
high, but we can a least talk about the number. | would
suggest, however, that we probably need adamage cep at a

lower levd for medium-term transactions today of a month or
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0. Theideaof setting athousand-dollar cap will dlow a
lot of market power to take place in longer-term
transactions.

On the refund condition, it's got to gpply to dl
transactions. If we exempt a category of sdlers, clearly
there's going to be migration from the regulated markets to
the unregulated, or rather the mitigated to the unmitigated
markets, and it probably ought to apply across the board. |
redizeit's complex, but at least as a matter of principle
it ought to gpply to al transactions.

Even in long-term markets, | think you can have
market power. Y ou can have market power exercised
successfully man times because the spot market doesn't work
efficiently. It'sareflection of market power that pushes
up pricesin long-term markets. Clearly, | don't think we
ought to exempt long-term market power from additional FERC
scrutiny.

We ds0 have savere problems with tranamission
access around the country. Just because you have a
competitive market in the surrounding region doesn't mean
that a particular set of buyers are not caught in aload
pocket where they have one, two or three sdllers. So
clearly we need to be looking at those transactions as well.

Thiswould of course dso affect the price of the

vaunted hedaina contracts that are out there. If vou've oot



ahigh spot price and long-term prices go upward, then so do
the prices for the various hedging contracts.

Regarding the window for which charges ought to
be subject to refund, 30 days was aso suggested by EPSA.
That seems absurdly short right now, given the information
that customers do not have about the nature of the
transactions and the nature of the market place were
working in. Right now weve got along lag before any kind
of information comes out of the structured RTO marketsin
terms of what information customers have about who sold what
to whom, or the quantities that were sold. We need to have
additiond information out there and use that information
avallability to guide the length of the review period.

Although the review period certainly ought to
dide, it ought to be shorter for spot market transactions
than for long-term transactions. | don't have asuggestion
today, but we will certainly work on arecommendation.

On refund ligbility, there was dso adiscusson
about what refunds a particular sdler would be responsible
for if he's operating within the market.  If he charges --
ather redtricts quantity through economic withholding or
physicd withholding, should he be respongble for charges
other than what he directly caused?

That's ared tough issue here. I'm not sure

that we could 0o as far as the man from the Connecticut
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Commission suggested, to make him, a particular sdler,
respongble for the entire overcharges within the market.
That would certainly produce the desired result in terms of
not exercising market power, but it could lead to prudent
withholding by sdllers. That is, if they're going to be
responsible for the damages caused in the market asawhole,
then they're going to be very circumspect about whether
they're going to offer aproduct a a high price. Therisk-
reward ratio would be off.

Conversdy, it doesn't make any sense within a
market working under market clearing prices-- that is, a
structured market -- to make that sdller respongble only
for the economic damages associated with hisown sdes. If
he withholds quantity, exactly what would he be pendized
for? Yet there's no amount for which you can assessthe
chargesto him.

So the question is, should the market asawhole
be responsble for having their transaction prices mitigated
back to the competitive levd? And | think that isthe
right answer there.

In response to something that was dso | think
asked by Dan Larcamp, is anybody buying power ranging
through cost-based rates any more? Y es, public power is,
cooperatives are dso. We believe in long-term contract

arrancements. We 0o out in the marketplace every davy to



look to see what the best dedl isfor our customers. When
we can't buy cheap, we build.

In many cases now, because of dysfunction within
the market, were actudly building capacity when many of us
would prefer to be out in the marketplace buying long-term
contract arrangements. We think in the long term these
problems can be addressed, but right now we need some
immediate relief. That'swhy | suggest the measures| put
forward here.

Thank you.

MR. SAVAGE: Paul Savage of NRG Energy. I'd just
like to make afew comments.

Echoing the concern of the statements that have
been made in the past, onething | think you needto do is
define what the concernis. | heard an undtated,
generalized concern about this summer. The problem | see at
the fundamenta leved, where you're going is not going to be
ashort-term solution. Nothing is actudly as permanent in
essence as atemporary solution.

If you have this refund condition, my concernis
that it will be permanent. And one of the reasonsthet |
can say that, and | believe that, taking alook -- if there
isagenerdized concern, it may be in the areas where
theré's a shortage, or insufficient supply of gereration, or

insufficient rampina capahility for cartain aeneration.
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Y oure creating a system that's going to be very hard to
finance any transactions.

Y ou have the spokesman of Mr. Jacobs, and you

have the spokesman of the professor there, Professor Webb.

Try to have anyone finance transactions when in essence, the
only thing you're guaranteed without some indefinite threat
of litigation is bidding on avariable-cost basis.

The ability and the difficulty of determining
what is, quote, an appropriate after-the-fact priceis
incredibly difficult. | think you haveto look at that.
Y ou actudly started going into somewhere hafway between
regulated cost of service and amarket system. Y ou're going
to have none of the benefits of either and dl the
difficulties of dl of them.

Clearly if you have asysem where therésa
refund condition and ther€'s a push to have variable cost
pricing on a short-term bag's, that diminaes any incentive
for anyone to have long-term contracts, which has been a
hdlmark, | think, of where the Commisson is going.
Clearly what you want to have -- you want to have apolicy
where therell be an incentive for LSEs to have a portfolio
supply, just like any commodity.

Y ou'e cregting a system where thereés no
incentive. Y ou're pushing an issue to either avariadle

cost basis on red time -- what's the incentive for anvone
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to contract on along-term basis?

| think that there's also a tension between where
you want to go to in the future with the sandard market
design. Thereisaproblem in amarket between price
certainty and market liquidity. If you make the markets, we
won't know until were finished for two years, Sx years,

Sx months.

| think you're going to have ared hard time
with people taking the risk, because you're increasing
market risk for not only generators but al suppliers. And
correspondingly, you're not cresting any bass for them to
be compensated for that. It's rather an unstable Stuation
that you're moving towards.

MS. NEESON: My nameisJudy Neeson. I'mwith
the Williams Companies, here on behaf of our energy
marketing and trading company. | just want to reinforce a
couple of points to be on record.

We associate oursaves with the comments that
Julie Smon made, that at this juncture in these markets we
would be willing, for the purpose of adding greater
certainty than would be the case under the FERC's proposd,
to have an open-ended refund condition, to look at something
like the thousand-dollar circuit bregker, whatever you'd
want to cal it. That in our judgment is something that we

don't cometo easly, because we don't think it's redly the
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right thing for the markets, but we do recognize thet it's
very critical to have greater certainty and more public
confidence than there has been in the recent past.

Soin that spirit, we come to say, perhaps
something like thet till we get the market design right is
theright way to go. And we looked at doing something
beyond that when we talked about price screens as a group,
and other measures, the things that we think could have the
potentid to brainsorm. Weve gone through that exercise,
and have come up short.

Dan Larcamp has asked for more specificity. |
can understand you need some solutions right now. But
frankly we've gone through that thought process interndly,
the best that we can, and we redlly struggled to offer you
something that we think has the right answer from the cost-
benefit andyd's, and that doesn't have the kind of
unintended consequences that we dl fear. So we struggled
to offer that up to you, frankly.

If you do go forward with something like a
thousand-doallar circuit breaker, and do any measure beyond
that, wethink it is absolutely essentid that you do put
the kind of boundaries on it that some people have talked
about heretoday. Wethink it iscritica that you do limit
it, as the Commission did in the case of Cdifornia, to

somethina like a 30-day period for people to evaluate



transactions and make judgments about whether thereis
anything to question.

Some people have argued here today that 30 days
is not enough time. | recognize that that puts a burden on
people to look at things. But again, we are not going to
come up with the perfect solution here to go forward. We
have to have greater certainty in these markets.

The comments made about the need to invest are
very red. | think people know that. We do want to be on
record as letting you know that an open-ended refund
condition is something that we would find very untengble,
and because of that are looking for some dternatives here
today.

| dso wanted to spesk to the question of whether
anything should apply to the bilaterd market. From
Williams perspective, the answer hasto be no. Again,
there are other thingsto look a. It'snot just, isthere
the possibility that there was some behavior that was bad
for one hour that then you are going to trandate that into
long-term forward prices? Upon that basis, you would say,
well now, dl the bilateral contracts that we entered into
for some period of time should be subject to some kind of
refund. That would just not stand up to any kind of
legitimate policy congderation.

Certainly, no one's comina to vou savina, wel,
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where you have price caps. Then we should take that into
congderation for maybe, the sdlers aren't getting their
duein thelong-term contracts that are based on short-term
prices that have those parameters, either.

Thank you.

MR. BARDEE: I'd like to thank everybody for
atending today, particularly our pandigts and the other
speakers. It's nice to work on an issue where there's such
unanimity.

(Laughter.)

MR. BARDEE: | would like to note that, per our
notice of March 1, anyone who would like to file additiona
written comments, the deadline is March 22, with a 20-page
limit. Thank you dl.

(Whereupon, at 12:55 p.m., the meeting was

adjourned.)
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